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Meeting of the Federal Open Market Committee 


February 11-12,1986 


A meeting of the Federal Open Market Committee was held in 

the offices of the Board of Governors of the Federal Reserve System in 

Washington, D. C., on Tuesday, February 11,1986,at 3:lO p.m. and 

continuing on Wednesday, February 12, 1986, at 9:00 


PRESENT: 	 Mr. Volcker, Chairman 

Mr. Corrigan,Af Vice Chairman 

Mr. Angel1

Mr. Black 

Mr. Porrestal 

Mr. Johnson 

Mr. Keehn 

Mr. Martin 

Mr. Parry

Mr. Rice 

Ms. Seger

Mr. Wallich 


a.m. 


Mr. Guffey, Mrs. Horn, Messrs. Melzer and Morris, Alternate 
Members of the Federal Open Market Committee 

Messrs. Boehne, Boykin, and Stern, Presidents of the Federal 

Reserve Banks of Philadelphia, Dallas, and Minneapolis, 

respectively 


Mr. Axilrod, Staff Director and Secretary

Mr. Bernard, Assistant Secretary 

Mrs. Steele,l/ Deputy Assistant Secretary

Mr. Bradfielx, General Counsel 

Mr. Oltman,l/ Deputy General Counsel 

qr. Kichline, Economist 

Mr. Truman, Economist (International) 


Messrs. Broaddus, Kohn,l/ Lindsey, Prell, Scheld, 

Siegman, and Ms. TsThinkel, Associate Economists 


Mr. Sternlight, Manager for Domestic Operations,

System Open Market Account 


Mr. Cross,l/ Manager for Foreign Operations,

System Open Market Account 


1/ Entered meeting after action to approve minutes for meeting of
-
December 16-17, 1985, and acceptance of the report of Examination 
of the System Open Market Account. 
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Mr. Coyne, Assistant to the Board, Board of Governors 

Mr. Roberts, Assistant to the Chairman, Board of Governors 

Mr. Gemmill, Staff Adviser, Division of International 

Finance, Board of Governors 
Mrs. Danker 1/ and Mr. Stockton,l/ Economists, Division of 

Resear& and Statistics, Board of Governors 
Mrs. Low, Open Market Secretariat Assistant, 

Board of Governors 

Mr. Fousek,Z/ Executive Vice President, Federal Reserve Bank 

of New-York 


Messrs. Balbach, J. Davis, T. Davis, Lang, Rolnick, 

Rosenblum, and Scadding, Senior Vice Presidents, 

Federal Reserve Banks of St. Louis, Cleveland, 

Kansas City, Philadelphia, Minneapolis, Dallas, 

and San Francisco, respectively 


Messrs. Higgins and McNees, Vice Presidents, Federal Reserve 

Banks of Kansas City and Boston, respectively 


Mr. Guentner, Manager, Securities Department, Federal 

Reserve Bank of New York 


1/ Attended portion of meeting relating to the Committee's discussion
-
and action on monetary growth ranges for 1986. 


-2/ Entered meeting after action to approve minutes for meeting of 
December 16-17, 1985, and acceptance of the report of Examination 
of the System Open Market Account. 



Transcript of Federal Open Market Committee Meeting of 
February 1 1 - 1 2 ,  1986 

February 11, 1986--AfternoonSession 

[Secretary’s note: At the beginning of this meeting the Committee took 

the following actions: approval of the minutes of the previous

meeting: acceptance of the Report on the Examination of the System

Open Market Account: and, after hearing Mr. Sternlight’s report,

ratification of the transactions in domestic open market operations

since the previous meeting. For the text of Mr. Sternlight’s report, 

see Appendix.] 


MR. CROSS. [Statement--seeAppendix. Secretary’s note: 

There were no transactions to be ratified.] 


CHAIRMAN VOLCKER. Comments or questions? 


MR. RICE. Sam, are there any other explanations that you

know about, other than the [reaction to] statements of foreign central 

bank and government officials, to explain the movement in the exchange 

rate after the lowering of the discount rate in Japan? As you said,

after the Japanese lowered the discount rate and their interest rates 

generally moved down, the dollar weakened further and the yen went up.

I gather, as you said, that the explanation related to the statements 

of government officials. But was there anything other than that? 


MR. CROSS. Many people saw this just as part of some 

underlying weakness of the dollar. There was some view at that 

juncture that there might be a move by the United States and others 

very short after the Japanese action. Some people attributed some 

of the attitude to that expectation. But as I said, during this 

period--and this is seen somewhat as a sign of the weakness in the 

currency--thefact has been that when events which in other 

circumstances might have been expected to cause the dollar to show 

some strengthening, it doesn’t seem to have happened. 


MR. RICE. Very puzzling. 


VICE CHAIRMAN CORRIGAN. Steve, or Sam, or Ted--somebody:

Where are the exchange rates today? 


MR. CROSS. The rates are down a little: 2.37-112was the 

last DM quote we saw and about 187 [yen]. 


MR. AXILROD. They’re roughly where they closed yesterday, so 

they have been essentially flat this morning. 


CHAIRMAN VOLCKER. Any other questions? 


MR. PARRY. Do you think the long-term effect of lower oil 

prices will he negative for the dollar? Can a case be made that 

longer term it could have favorable effects, particularly in relation 

to steriing and the Canadian dollar? 


MR. CROSS. Well, this question of the effect of oil prices

is very, very complicated. I guess anybody can come to his or her own 

view. Certainly, I would think that over a long period of time a 
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declining price of oil is going to be of great value and importance to 

the United States and has to be helpful. But I don’t know when or how 

that comes about or in what kind of time period. But right now, as I 

said, the [market’s] concentration seems to be on the fact that it is 

of greater help to those who suffered most when the oil price went up

and to those who had a greater reliance on imports--inparticular the 

Japanese. For the Japanese, it’s an enormous part of their total 

imports and it has an enormous benefit. 


MR. TRUMAN. One view used to be that higher [oil] prices
helped the dollar because the people who were accumulating assets had 
a stronger preference for dollar-denominated assets in terms o f  
accumulating wealth. One argument would be that you could run that 
view now in reverse and say that that would be one explanation for the 
dollar’s weakness. Given the fact that most of those countries have 
been decumulating assets for a fairly substantial period of time-
several years now--thatargument probably has less weight than it 
would otherwise. That asset preference argument probably has less 
weight than if the oil price decline over the last several years had 
happened all at once. 

CHAIRMAN VOLCKER. If there are no other questions, we’ll 

turn to Mr. Kichline and company. 


MESSRS. KICHLINE, PRELL and TRUMAN. [Statements--see

Appendix.] 


CHAIRMAN VOLCKER. That was an exhaustive, comprehensive, and 

analytically complete briefing. Now, what questions can anybody ask? 


MR. MELZER. Jim, on the current services budget, it dawned 
on me that maybe the reason the market hasn’t reacted s o  badly in the 
long end to this unconstitutionality aspect of Gramm-Rudman has to do 
with the thinking that is evolving with respect to the current 
services deficit. Looking o u t  to 1991, as I understand it, with 
nothing further done than what is already on the table, and that would 
include the fiscal 1987 actions. I guess--noit doesn’t: it’s just the 
fiscal 1986, right? You probably wouldn’t agree, but I would be 
interested in your view: Is that a viable scenario? Seeing the CBO 
come out with similar numbers is what caught my attention. 

MR. KICHLINE. Right, I think that’s an important feature. 

And that’s very different from the last four or five years, as you

know, with current services estimates shown to grow substantially into 

the $300 billion plus range five years out. We do not have all of the 

details available on the CBO estimates. I must say that one might 

assume that there is some agreement on what current services estimates 

mean but that turns out to be very wrong. This year is a classic 

case. For example, the Administration’s current services number 

assumes that the defense baseline is 3 percent real growth. Well,

after the Gram-Rudman March 1 cuts, they jump up spending but assume 

that the spend out rate is very slow. CBO assumes that no 

Congressional action is zero real growth, but recent experience has 

defense spending much faster than the Administration [assumption].

The net result is that in 1991 there is a mere $35 billion 

[difference] between the two on defense alone, but there are 

offsetting changes. Interest rates are different: they are worth $20 

to $25 billion. Inflation rates are substantially different, with the 
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A d m i n i s t r a t i o n  hav ing  i n f l a t i o n  d r i f t i n g  down t o  2 p e r c e n t  i n  1 9 9 1  and 
hence indexed  programs grow a t  t h e  much s lower  r a t e :  under  t h e  c u r r e n t  
s e r v i c e s  e s t i m a t e s ,  t h a t ’ s  wor th  something on t h e  o r d e r  of  $25  b i l l i o n  
o r  s o  by 1 9 9 1 .  S o .  i f  you want t o  mix and match a l l  o f  t h e s e  t h i n g s
i n  your  own way. i n s t e a d  o f  1 9 9 1  numbers t h a t  d r i f t  down e s s e n t i a l l y  
t o  $ 1 0 0  t o  $110 b i l l i o n  w i t h o u t  f u r t h e r  a c t i o n  you p robab ly  cou ld  have 
a n y t h i n g  from $ 5 0  t o  $ 2 0 0  b i l l i o n  and be  p e r f e c t l y  c o n s i s t e n t  w i t h  a l l  
of  t h e s e  numbers.  The problem, I t h i n k ,  i s  t h a t  t h e r e  i s  a g r e a t  d e a l  
o f  emphasis  on t h e  n o t i o n  t h a t  i t ’ s  v e r y  d i f f e r e n t  even w i t h o u t  
f u r t h e r  a c t i o n - - t h a t  t h e  budget  w i l l  be improving--and  I t h i n k  t h a t ’ s  
p robab ly  f a u l t y .  Hidden behind  t h i s ,  t h e r e ’ s  a l o t  more going  on.  

MR. MARTIN. I would l i k e  t o  a s k  Ted Truman abou t  h i s  
v e r t i c a l  b a r  c h a r t ,  c h a r t  1 6 ,  on t h e  changes i n  consumer p r i c e s  i n  
f o r e i g n  i n d u s t r i a l  c o u n t r i e s  and i n  t h e  Uni ted  S t a t e s .  Could you
d i s a g g r e g a t e  t h a t  a l i t t l e  f o r  us? What a r e  you and your  peop le
p r o j e c t i n g  f o r  t h e  F e d e r a l  Repub l i c  [of  Germany] and f o r  J apan?  I was 
a t  a European c o n f e r e n c e  r e c e n t l y  and t h e r e  was a l o t  o f  t a l k  about  
z e r o  i n f l a t i o n  i n  t h e  F e d e r a l  Repub l i c  and I wonder what you a r e - -

MR. TRUMAN. We a r e  p r o j e c t i n g  v e r y  low r a t e s  f o r  b o t h  t h o s e  
c o u n t r i e s :  1 - 1 1 2  p e r c e n t  f o r  J apan :  and 0 . 9  p e r c e n t .  i f  you want t o  be  
i n a p p r o p r i a t e l y  p r e c i s e ,  f o r  Germany. 

CHAIRMAN VOLCKER. A t  [ a  p e r  b a r r e l  p r i c e  o f ]  $10 f o r  o i l ?  

MR. TRUMAN. With a $20  o i l  p r i c e .  That  d o e s n ’ t  t a k e  q u i t e  
a s  much o f f ,  a s  I e x p l a i n e d ,  because  t h e r e  a r e  h i g h  t a x e s .  S o ,  
a l t h o u g h  t h e  d o l l a r  component of  it h e l p s ,  t h e  f a c t  t h a t  t h e y  h a l v e  
t h e  I r a t e ]  of consumer p r i c e - 

V I C E  CHAIRMAN CORRIGAN.  Where o i l  was y e s t e r d a y  c o u l d  e a s i l y
have g iven  you a n e g a t i v e - - a  s m a l l  o u t r i g h t  d e c l i n e  i n  consumer p r i c e s
i n  Germany and Japan .  

MR. MARTIN. I hea rd  t h a t  t o o .  

MR. TRUMAN. Wel l ,  one p e r c e n t  f o r  t h e  y e a r  measured from t h e  
f o u r t h  q u a r t e r  o v e r  t h e  f o u r t h  q u a r t e r  i s  t h e  number I have .  
Obv ious ly ,  w i t h i n  anybody’s  f o r e c a s t i n g  r a n g e ,  t h a t  cou ld  mean t h a t  i n  
a g iven  q u a r t e r  t h e r e  cou ld  w e l l  be a n e g a t i v e  number. For o t h e r  
European c o u n t r i e s  l i k e  t h e  N e t h e r l a n d s  and S w i t z e r l a n d  w e  a l s o  have 
l e s s  t h a n  2 p e r c e n t .  

MR.  MARTIN. What a r e  you assuming abou t  p o l i c y  i n  t h e  
F e d e r a l  Repub l i c  and Japan  v i s - a - v i s  t h e i r  i n t e r e s t  r a t e s ?  When you 
g e t  t o  t h e  c a p i t a l  f l o w ,  what a r e  you assuming--no  change.  whatever  
change we do? 

MR. TRUMAN. L i t t l e  change,  I t h i n k  i s  a f a i r  [ d e s c r i p t i o n ] ,  
o r  maybe some s l i g h t  d r i f t i n g  down o f  i n t e r e s t  r a t e s .  We have n o t  
made any a b r u p t  assumpt ion  of change:  f o r  t h e  a v e r a g e  of t h e s e  
c o u n t r i e s  i t ’ s  maybe someth ing  l i k e  5 0  b a s i s  p o i n t s  o v e r  t h e  
f o r e c a s t i n g  p e r i o d .  

MR. MARTIN. So t h e  t o t a l i t y  o f  t h a t  a n a l y s i s  wou ldn’ t  be 
p a r t i c u l a r  downward p r e s s u r e  on t h e  d o l l a r ,  j u s t  f r o m  m a t t e r s  such  a s  
t h e  i n t e r e s t  r a t e  s p r e a d s  and i n f l a t i o n  s p r e a d s .  
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MR. TRUMAN. Well, in some sense, the fact is that their 

inflation rate is coming down more than ours and interest rates are 

no? coming down as much as ours. In fact, implicit in this forecast 

is that real interest rates will be going up slightly in those 

countries. Depending on what you think is going to happen to real 

interest rates here, that could be viewed as somewhat negative to the 

dollar. 


MR. WALLICH. Why should that be negatively viewed, in the 

case of negative interest rate [spreads]? 


MR. TRUMAN. I am just saying that if Germany cuts its 

inflation rate from last year to this year in half--by 100 basis 

points or more--andyou don’t think German interest rates are going to 

[decline] by 100 basis points, then that would tend to depreciate the 

dollar or appreciate the yen--Imean the deutschemark. I had the 

wrong currency there! 


CHAIRMAN VOLCKER. Two strong currencies, anyway. They were 

referring to chart 16: I had a small point on chart 15. That 

Economist index looks like it went up all last year. You said. if I 

understood you correctly, that in the last two months it has gotten

higher than a year ago. It sure doesn’t look that way on the chart. 


MR. TRUMAN. This is zero. So those are year-over-year

changes: anything above those-


CHAIRMAN VOLCKER. These are year-over-yearchanges? 


MR. MARTIN. I thought the index flattened in October, but if 

you are using year-over-year figures, I don’t know how it works out. 


CHAIRMAN VOLCKER. It was decreasing at a slower rate of 

speed. Now it’s right. 


MR. TRUMAN. In fact, on this index there’s about a 6 percent

increase against the lows in the summer. Now, this is a broader index 

because it includes food, particularly coffee, than just an industrial 

supplies index. The industrial supplies index, instead of this 

positive number here, shows something on the order of a 3 percent

decline. 


CHAIRMAN VOLCKER. Mr. Boehne. 


MR. BOEHNE. Yes. Ted, I am asking a question around chart 
16, but I don’t see what I am really looking for. It has to do with 
the LDC countries: you slipped in a rather quick comment about the 
Baker plan and what it would do for those countries. But I would 
think that since the announcement of the Baker plan last year the 
funding needs of those LDC countries, particularly Mexico, would have 
been altered rather significantly. My question is: Does that have 
implications for real growth, for stability? How does that feed into 
your analysis? 

MR. TRUMAN. I think the answer is yes, in some. In fact,

when we started to put this forecast together we were inclined to have 

a somewhat more [upbeat] outlook in the non-OPEC developing countries 

than is shown in this chart. By looking at such considerations as the 
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o i l  p r i c e  and how t h a t  might  a f f e c t  them and some o f  t h e  u n c e r t a i n t i e s  
t h a t  might be  a s s o c i a t e d  w i t h  t h a t ,  we were l e d  t o  s c a l e  back  
somewhat: it was s o r t  of a n e t t i n g  f a c t o r  t h a t  we wanted t o  p u t  i n  
t h e r e .  The Baker c o u n t r i e s  t h e m s e l v e s ,  which i n c l u d e  Mexico and 
s e v e r a l  OPEC c o u n t r i e s  l i k e  Venezuela ,  Ecuador ,  and N i g e r i a ,  on 
b a l a n c e ,  a r e  h u r t  by lower  o i l  p r i c e s .  We have maybe someth ing  l i k e  
$ 7  b i l l i o n ,  based  on t h e  p r i c e  d e c l i n e ,  b u i l t  i n t o  t h i s  f o r e c a s t .  I t  
i s  a l s o  t r u e ,  however,  t h a t  t h e  d e c l i n e  of t h e  d o l l a r  d o e s ,  on 
b a l a n c e ,  t e n d  t o  h e l p  t h e s e  c o u n t r i e s .  To t h e  e x t e n t  t h a t  t h e y  have 
fo l lowed f l e x i b l e  exchange r a t e  p o l i c i e s ,  t h e i r  exchange r a t e s  more 
o f t e n  t h a n  n o t  a r e  b i a s e d  toward t h e  d o l l a r .  o r  [move] r e l a t i v e  T O  t h e  
d o l l a r .  T h a t ’ s  e s p e c i a l l y  t r u e  i n  L a t i n  America.  A number o f  them-
B r a z i l  i s  a good e x a m p l e - - a r e  g a i n i n g  i n  c o m p e t i t i v e n e s s  v i s - a - v i s  t h e  
o t h e r  i n d u s t r i a l  c o u n t r i e s ,  a s  we do.  Korea i s  a n o t h e r  example.  You 
may have seen  a l o t  o f  s t o r i e s  about  t h a t :  how t h e  r i s i n g  yen has  put  
J apan  a t  a c o m p e t i t i v e  d i s a d v a n t a g e  v i s - a - v i s  Korea .  Wel l ,  Korea i s  
one of  t h e s e  non-OPEC deve lop ing  c o u n t r i e s :  t h e r e f o r e ,  you might  
expec t  t h a t ,  t o  some e x t e n t ,  t o  g i v e  them a somewhat b e t t e r  p i c t u r e .  

CHAIRMAN VOLCKER. 1 expec t  t h i s  i s  a n o n - c o l l a p s e  s c e n a r i o ?  

MR. TRUMAN. T h i s  i s  c e r t a i n l y  a n o n - c o l l a p s e  s c e n a r i o .  

CHAIRMAN VOLCKER. Mrs. Horn. 

MS. HORN. J i m ,  f o r  t h e  p a s t  coup le  o f  y e a r s ,  we have had a 
l o t  of  f i n a n c i a l  s t r u c t u r e  problems.  Now t o d a y ,  i f  n o t  b e f o r e ,  w e ’ l l  
c e r t a i n l y  add t o  t h a t  l i s t  t h e  p o t e n t i a l  problems t h a t  t h e  o i l  p r i c e  
cou ld  c a u s e .  Looking back ove r  t h e  shape  of t h e  U . S .  r e c o v e r y ,  where 
i s  it t h a t  w e  s e e  t h e s e  problems r e f l e c t e d  i n  t h e  r ecove ry?  Do we s e e  
them i n  h o u s i n g ,  b u s i n e s s  i n v e s t m e n t ,  b a l a n c e  s h e e t s  and s o  f o r t h ?  Do 
t h e  s e c t o r a l  problems j u s t  a l l  wash o u t  by t h e  t i m e  it a l l  g e t s  t o  t h e  
n a t i o n a l  ave rage  p r o c e s s ?  What has  been t h e  e f f e c t ?  

MR. K I C H L I N E .  Wel l ,  t h a t ’ s  r a t h e r  b r o a d .  We can  s t a r t  w i t h  
Ted’ s  comments, because  I t h i n k  p a r t  o f  t h e  problem t h a t  we a r e  f a c i n g  
- - a n d  it c e r t a i n l y  i n f l u e n c e s  our  t h i n k i n g - - i s  r e f l e c t e d  i n  what h a s  
been happening i n  t h e  Th i rd  World c o u n t r i e s  and t h e  d e b t o r  n a t i o n s .  
And t h a t ,  i n  p a r t ,  i s  a r e f l e c t i o n  of  what h a s  happened t o  t h e  d o l l a r ,  
which w e  t h i n k  b a s i c a l l y  r e l a t e s  back t o  some s t r u c t u r a l  developments  
ove r  t h e  c o u r s e  o f  t h e  r ecove ry  w i t h  r e s p e c t  t o  t h e  d e f i c i t  and t h e  
way our  economy h a s  grown and our  r e l a t i v e l y  h i g h  i n t e r e s t  r a t e s  
compared t o  t h e  r e s t  o f  t h e  wor ld .  Mike r e f e r r e d  t o  some d e b t  
problems i n  t h e  consumer s e c t o r .  We have t a k e n  what I t h i n k  i s  a 
moderate  p i c t u r e  t h e r e  and have assumed t h a t  t h e r e  a r e  going  t o  be 
some problems b u t  t h a t  t h e y  w i l l  be manageable .  A t  t h e  same t i m e ,  we 
know we a r e  g e n e r a t i n g  a g r e a t  d e a l  i n  t h e  way o f  a d d i t i o n a l  f i n a n c i a l  
a s s e t s  and w e a l t h :  and we assume t h a t  consumers a s  a group w i l l  be 
w i l l i n g  t o  run  w i t h  r e l a t i v e l y  low i n t e r e s t  r a t e s .  But I t h i n k  h idden  
t h e r e  i n  t h e  consumer s e c t o r  i s  a s u b s t a n t i a l  problem t h a t  cou ld  be  
magn i f i ed  a s  t h i s  [expans ion]  goes on .  For example,  i n  t h e  Southwest  
we s e e  t h e  o i l  p r e s s u r e s  e v o l v i n g .  We know t h a t  t h e r e  a l r e a d y  a r e  
some d e b t  problems i n  t h e  Texas and L o u i s i a n a  a r e a s .  Both consumer 
deb t  and mortgage deb t  i n  t h e  n o n r e s i d e n t i a l  s t r u c t u r e s  a r e a  [ cou ld  
p r e s e n t  p rob lems] .  So I t h i n k  t h a t  t h e  problems a r e  t h e r e .  B u t ,  i n  
our  v i ew,  c o n t i n u e d  economic growth i n  t h e  a g g r e g a t e  w i l l  h e l p  us go 
th rough  t h a t  p r o c e s s  w i t h o u t  a g r e a t  d e a l  o f  s t r a i n .  The c o r p o r a t e  
s e c t o r  i s  a b i t  more d i f f i c u l t  because  t h e r e  a r e  t remendous problems 
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i n  t h a t  s e c t o r ,  i f  you look  a t  i n d i v i d u a l  b a l a n c e  s h e e t s .  Again ,  some 
o f  them on t h e  energy  s i d e  I t h i n k  a r e  q u i t e  r i s k y .  And some who a 
few y e a r s  ago p a i d  a heavy p r i c e  and went i n t o  d e b t  e s s e n t i a l l y  t o  
d i v e r s i f y  t h e i r  i n t e r e s t s  by moving i n t o  energy  have a b i g  problem. 
But a g a i n ,  we have assumed t h a t  t h o s e  problems a r e  e s s e n t i a l l y
manageable .  1 t h i n k  i t  i s  impor t an t  t o  c o n s i d e r  t h a t  we have a growth
environment  and r e l a t i v e l y  u n c h a n g e d - - c e r t a i n l y  n o t  s u b s t a n t i a l  
i n c r e a s e s  i n - - i n t e r e s t  r a t e s .  And i n  t h a t  c o n t e x t ,  we d o n ’ t  t h i n k  t h e  
micro  problems w i l l  e s c a l a t e  i n t o  b i g  macro problems ove r  t i m e .  But 
t h roughou t  a l l  of t h e  major  s e c t o r s ,  it would be v e r y  h a r d  t o  t h i n k  
t h a t  t h e r e  a r e  n o t  problems f o r  c e r t a i n  groups and i n d i v i d u a l s  o r  
i n d i v i d u a l  firms o r  c o u n t r i e s .  I d o n ’ t  know i f  I have answered t h e  
q u e s t i o n .  

MS. HORN. I t ’ s  a good s t a r t .  

CHAIRMAN VOLCKER. M r .  P a r r y .  

V I C E  CHAIRMAN CORRIGAN. J i m ,  on c h a r t  21 where you t a l k e d  
about  t h e  impact  o f  lower o i l  p r i c e s .  it seems t o  me t h a t  t h e  p a t t e r n
of e f f e c t s  i s  a l i t t l e  p u z z l i n g .  Wouldn’t one e x p e c t ,  f o r  example,  
t h a t  t h e  impact  o f  lower  o i l  p r i c e s  on r e a l  GNP would be  f e l t  more i n  
1987 t h a n  1 9 8 6 - - t h a t  it t a k e s  t i m e  f o r  t h e s e  o i l  p r i c e s  t o  work t h e i r  
way th rough  i n  terms o f  i n c r e a s e d  income f o r  peop le  t o  spend and lower 
c o s t s  f o r  c o r p o r a t i o n s  t o  i n c r e a s e  t h e i r  spending?  I would s a y  t h e  
same t h i n g ,  b u t  maybe w i t h  n o t  q u i t e  t h e  same l a g ,  abou t  t h e  d e f l a t o r .  
I t  i s n ’ t  o n l y  t h e  d i r e c t  e f f e c t  o f  lower o i l  p r i c e s  on i n f l a t i o n :  
t h e r e  a r e  many i n d i r e c t  impac t s  t h a t  p r c b a b l y  would show up more i n  
1987 t h a n  i n  1986.  

MR. K I C H L I N E .  I t h i n k  t h a t ’ s  r i g h t .  We have rounded t h e s e  
numbers and you caugh t  t h e  r i g h t  d i r e c t i o n  i n  which t h i n g s  were 
rounded:  a c t u a l l y ,  on t h e  lower o i l  p r i c e  s i d e  t h e  e f f e c t  i s  abou t  . 3 5  
o r  s o  and I rounded it up t o  a h a l f  and f o r  1987 I rounded it down. 
But t h e  s e n s e  r e a l l y  i s  t h a t  t h e  r e a l  impac t s  w i l l  t a k e  a w h i l e  t o  
f e e d  t h r o u g h .  T h a t ’ s  t r u e  on t h e  p r i c e s  t o o ,  e x c e p t  t h a t  t h e r e  i s  a 
b i g g e r  q u e s t i o n  on p r i c e s .  The Board’s  q u a r t e r l y  model t h a t  we used  
h e r e  h a s  a much l a r g e r  impact  on p r i c e s  i n  1987  and v e r y  l i t t l e  i n  
1986: we j u d g m e n t a l l y  a d j u s t e d  some o f  t h e s e  because  w e  t h i n k  t h e r e  
w i l l  be s u b s t a n t i a l  p r e s s u r e  and t h e  d i r e c t  e f f e c t s  w i l l  come a l o n g  i n  
a major  way. S o ,  i n  e f f e c t ,  we f i d d l e d  w i t h  t h e  numbers t h e r e .  Our 
b e s t  s e n s e  i s  t h a t  w e  w i l l  g e t  some o f  t h e  d i r e c t  e f f e c t s  [ i n  19861 
b u t  t h a t  t h e  i m p o r t a n t  f eedback  e f f e c t s  w i l l  f i l t e r  th rough  on i n t o  
1987.  

MR. PARRY. I l i k e  your  model f o r e c a s t .  

MR. KEEHN. Ted, cou ld  you go o v e r  c h a r t  1 7 ,  t h e  a g r i c u l t u r a l  
e x p o r t  c h a r t ,  a g a i n ?  A p p a r e n t l y ,  y o u ’ r e  f o r e c a s t i n g  an i n c r e a s e  i n  
e x p o r t  volume i n  t h e  f i r s t  h a l f  o f  1986 ,  t h e n  a d e c l i n e ,  and t h e n  back 
up i n  1987.  

MR. TRUMAN. Again ,  t h a t ’ s  p a r t l y  because  t h e s e  c h a r t s  a r e  
done on a y e a r - o v e r - y e a r  b a s i s :  t h a t  r e f l e c t s  t h e  f a c t  t h a t  t h e  f i r s t  
h a l f  of  1985 was s o  weak. I n  f a c t ,  l o o k i n g  a c r o s s  t h e  1986 p a t t e r n s ,  
we do n o t  see t h e  k ind  o f  i n c r e a s e  t h a t  i s  p r e s e n t l y  [ u n i n t e l l i g i b l e ]  
w h i l e  t h i s  d e c l i n e  i n  t h e  f i r s t  h a l f  of  t h i s  y e a r  from t h e  l a s t  h a l f  
of 1985 h a s  assumed some f a i r l y  l a r g e  sh ipments :  and t h a t ’ s  b a s i c a l l y  



t h e  e x p l a n a t i o n  f o r  t h e  d i p  shown i n  t h e  second h a l f  o f  1 9 8 6 .  I 
wanted t o  be  c o n s i s t e n t  i n  t h e  numbers u s e d ,  b u t  i n  t h i s  c a s e  I t h i n k  
i t  g e n e r a t e d  more i n  t h e  way of w igg le s  f o r  t h e  a g r i c u l t u r a l  p i c t u r e  
t h a n  o u r  f o r e c a s t  s u g g e s t s  i s  l i k e l y  t o  be going  on .  

CHAIRMAN VOLCKER. Mr. S t e r n .  

MR. STERN. J i m ,  I have a s i m i l a r  q u e s t i o n  back on c h a r t  2 1  
w i t h  r e g a r d  t o  t h e  r e s p o n s e  t o  f u r t h e r  d e c l i n e s  i n  t h e  o i l  p r i c e .  My
q u e s t i o n  i s  more a q u e s t i o n  of magni tude t h a n  of t i m i n g .  When I look  
a t  a n o t h e r  $ 5  a b a r r e l  d r o p ,  which i s  I guess  t h e  a l t e r n a t i v e  
assumpt ion  h e r e ,  I ’ m  s u r p r i s e d  a t  t h e  r e l a t i v e l y  s m a l l  magni tudes one 
g e t s  from t h a t .  Some work we have done s u g g e s t s  t h a t  t h e  magnitude
cou ld  be  a l o t  l a r g e r .  The d i r e c t i o n  I would a g r e e  w i t h :  i t ’ s  j u s t
t h a t  our  r e s e a r c h  s u g g e s t s  t h a t  t h e  magnitude cou ld  be a l o t  l a r g e r ,  
even a l l o w i n g  f o r  some e r r o r s  around t h e  r ange .  I am r a t h e r  puzz led  
by t h i s  r e s p o n s e .  

MR. K I C H L I N E .  T h i s  i s  o u r  g e n e r a l  s e n s e .  B a s i c a l l y .  it 
b o i l s  down t o  a rough r u l e  o f  thumb t h a t  f o r  a d o l l a r  change i n  t h e  
p r i c e  o f  o i l  t h e  r e sponse  i s  a t e n t h  on r e a l  GNP and a t e n t h  on t h e  
d e f l a t o r ,  i n  o p p o s i t e  d i r e c t i o n s .  If one i s  t a l k i n g  about  p r i c e s ,  it 
i s  v e r y  c l e a r  t h a t  t h e  impact  on t h e  consumer p r i c e  i n d e x  i s  much 
l a r g e r - - r o u g h l y  d o u b l e .  Our though t  i s  t h a t  a $ 5  change i n  t h e  p r i c e  
of  o i l  would t r a n s l a t e  i n t o  a p e r c e n t a g e  p o i n t  a f t e r  f o u r  q u a r t e r s  i n  
t h e  r a t e  of change i n  t h e  C P I .  But I t h i n k  t h i s  i s  f a i r l y  s t a n d a r d .  
I have seen  a O R 1  f o r e c a s t - .  

CHAIRMAN VOLCKER. [ U n i n t e l l i g i b l e ]  : maybe I d o n ’ t  unde r s t and  
i t .  You have one p e r c e n t a g e  p o i n t  lower p r i c e s :  it j u s t  t a k e s  two 
y e a r s  t o  g e t  i t .  You have 1 1 2  p e r c e n t a g e  p o i n t  i n  each y e a r .  

MR. K I C H L I N E .  T h a t ’ s  1 1 2  p e r c e n t a g e  p o i n t  of f  t h e  r a t e  of 
change i n  each  y e a r  from what it o t h e r w i s e  would have been .  If p r i c e s
had been runn ing  a t  3 p e r c e n t .  when you change t h e  o i l  p r i c e ,  p r i c e s  
a r e  t h e n  runn ing  a t  2 - 1 1 2  p e r c e n t  i n  each  y e a r - - m i n u s  1 1 2  p e r c e n t a g e  
p o i n t .  So t h a t  i s  t he  m a r g i n a l  impact  o f  t h a t  change .  

CHAIRMAN VOLCKER. I t ’ s  n o t  an a d d i t i o n a l  1 1 2  p e r c e n t a g e  
p o i n t  t h e  n e x t  y e a r ?  

MR. K I C H L I N E .  Yes.  

CHAIRMAN VOLCKER. So  i t ’ s  1 p e r c e n t a g e  p o i n t  ove r  t w o  y e a r s .  

MR. K I C H L I N E .  Yes. t h a t ’ s  r i g h t .  

MR. TRUMAN. But consumer p r i c e s  w i l l  b e - -

MR. K I C H L I N E .  P r i c e s  would be  down one p e r c e n t a g e  p o i n t  i n  
the  f i r s t  y e a r .  E s s e n t i a l l y ,  o u r  view on t h e  CPI i s  doub le  t h a t  
e f f e c t  i n  t h e  f i r s t  y e a r .  I d o n ’ t  know how t o  answer t h e  q u e s t i o n .
B a s i c a l l y ,  t h e r e  a r e  l o t s  of  a l t e r n a t i v e  views on t h i s ,  b u t  I t h i n k  
t h i s  i s  one t h a t  i s  f a i r l y  s t a n d a r d .  

CHAIRMAN VOLCKER. M r .  Guffey .  
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MR. GUFFEY. J u s t  an i n f o r m a t i o n a l  q u e s t i o n  w i t h  r e g a r d  t o  
t h e  d e b t o r  o i l - p r o d u c i n g  n a t i o n s  such  a s  Mexico: Is  most of t h a t  d e b t  
denominated i n  d o l l a r s  s o  t h a t  t h e y  a r e  g e t t i n g  a doub le  whammy w i t h  
r e s p e c t  t o  t h e  d rop  of t h e  d o l l a r  a s  w e l l  a s  t h e  o i l  c r i s i s ?  

MR. PARRY. Yes 

CHAIRMAN VOLCKER. But t h e  drop  o f  t h e  d o l l a r  h e l p s  them t o  
t h e  e x t e n t  t h a t  t h e y  e x p o r t - - w e l l ,  Mexico i s  mos t ly  a d o l l a r  e x p o r t e r .  
If a c o u n t r y  h a s  some mix of n o n - d o l l a r  e x p o r t s .  t h a t  h e l p s  them. 

MR. PARRY. But t h e  deb t  i s  denominated i n  d o l l a r s .  

MR. TRUMAN. Not e n t i r e l y :  t h a t ’ s  t h e  problem. A l a r g e  
f r a c t i o n  of i t  has  been s h i f t e d - - o r  w i l l  be s h i f t e d  i n  t h e  c o n t e x t  of 
t h i s  a r r a n g e m e n t - - a t  t h e  h a n k ’ s  o p t i o n .  Many of  t h e  European hanks 
have swi t ched  hack i n t o  t h e i r  own c u r r e n c i e s .  

MR. GUFFEY. And w i l l  it c a r r y  a L I B O R ?  If  it c a r r i e s  t h e i r  
i n t e r e s t  r a t e ,  t h e  repayment w i l l  he i n  t h e i r  c u r r e n c y  which cou ld  
have a - -

MR. TRUMAN. I t  depends on whether  you t h i n k  t h e  d o l l a r  i s  
go ing  t o  d e c l i n e  more o r  l e s s  r a p i d l y  t h a n  t h e  i n t e r e s t  r a t e  
d i f f e r e n t i a l .  

CHAIRMAN VOLCKER. Mr. Johnson .  

MR. J O H N S O N .  J i m ,  I have a q u e s t i o n  abou t  c h a r t  2 1 ,  t o o .  
T h i s  i s  an e x c i t i n g  c h a r t .  

MR. K I C H L I N E .  I had some q u e s t i o n s  abou t  whether  I shou ld  
i n c l u d e  i t !  

MR. J O H N S O N .  You have a somewhat asymmetr ica l  t r e a t m e n t  o f  
r e a l  o u t p u t  and i n f l a t i o n  under  t h e  assumpt ion  o f  1 -112  p e r c e n t  h i g h e r  
money growth .  That  1 - 1 / 2  p e r c e n t  h i g h e r  M 1  growth f e e d s  t h r o u g h  a s  a 
2-112 p e r c e n t  change i n  t h e  d e f l a t o r  by 1988 whereas  t h e  e f f e c t  on 
r e a l  o u t p u t  up f r o n t  i s  o n l y  1 -114  p e r c e n t .  The n e t  e f f e c t  i s  r e a l l y  
a s t r o n g  e f f e c t  on p r i c e s .  That  2 - 1 / 2  p e r c e n t  seems awfu l ly  h i g h  
g iven  t h e  1 - 1 1 2  p e r c e n t - .  

MR. K I C H L I N E .  What happens i n  t h e  model h e r e - - a n d  I guess  I 
wou ldn’ t  blame t h i s  on t h e  model because  [ou r  f o r e c a s t  r e f l e c t s ]  a 
m i x t u r e  of  some s t a f f  judgmenta l  a d j u s t m e n t s  t o  a model r e s u l t - - b u t  
b a s i c a l l y  i n  answer t o  your  q u e s t i o n ,  if I had ex tended  t h i s  o v e r  a 
l o n g e r  t i m e  p e r i o d  we would g e t  back on t r a c k .  I t ’ s  s imply  t h a t  t h e  
p r i c e  impact  would he s m a l l e r  i n  l a t e r  y e a r s  s o  t h a t  you a r e  going  t o  
r e t r e a t  t o  p a t h .  You w i l l  n o t e  t h a t  t h e  unemployment r a t e  under  t h a t  
p o l i c y  i s  down abou t  1 - 1 1 4  p e r c e n t a g e  p o i n t s  from i t s  s t a r t i n g  l e v e l ,  
s o  it would he i n  t h e  mid f i v e  p e r c e n t  r a n g e .  I n  t h e  model and i n  our  
t h i n k i n g ,  t h e  n a t u r a l  r a t e  i s  b e l i e v e d  t o  he around 6 p e r c e n t  o r  a 
shade  u n d e r .  So  what i s  happening  h e r e  i s  t h a t  i n  t h e  second y e a r  t h e  
unemployment r a t e  s t a r t s  t o  p lunge  below t h e  n a t u r a l  r a t e  and s t a y s  
t h e r e :  and t h a t  g e n e r a t e s  i n t e n s e  upward p r e s s u r e s  on p r i c e s  and 
wages.  Now, i f  you c o n t i n u e  t h i s  y e a r  a f t e r  y e a r ,  t h e  model would 
t u r n  r i g h t  hack t o  a n i c e  s e n s i b l e  p a t h  and e v e r y t h i n g  would work o u t .  
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CHAIRMAN VOLCKER. B u t - - i f  I unde r s t and  t h e  c h a r t - - y o u  a r e  
s a y i n g  t h a t  i n  1988 i n  t h i s  h y p o t h e t i c a l  example t h e  money supp ly
would be  4 - 1 / 2  p e r c e n t  h i g h e r  t h a n  o t h e r w i s e ,  r i g h t ?  And o n l y  2 - 1 / 2  
p e r c e n t  o f  t h a t  shows up i n  p r i c e s .  

MR. K I C H L I N E .  No, you have t o  cumula te .  

CHAIRMAN VOLCKER. Oh, okay. 

MR. M O R R I S .  I would l i k e  t o  p o i n t  o u t  t o  Mr. K i c h l i n e  t h a t  
i n  1985 we had a 5 p e r c e n t  g r e a t e r  r a t e  of growth i n  M 1  t h a n  we 
e x p e c t e d ,  which was a s s o c i a t e d  w i t h  v e r y  s low growth and a d e c l i n i n g  
i n f l a t i o n  r a t e .  

CHAIRMAN VOLCKER. T h i s  i s ,  a l l  o t h e r  t h i n g s  e q u a l  
[ u n i n t  e l l i  g i b l e  I . 

MR. JOHNSON.  I assume t h a t  has  an assumpt ion  o f  no change i n  
v e l o c i t y .  

MR. KICEILINE.  R igh t  

CHAIRMAN VOLCKER. I f  we d o n ’ t  have any more s p e c i f i c  
q u e s t i o n s ,  w e ’ r e  a t  t h e  p o i n t  where peop le  can  e x p r e s s  t h e i r  o p i n i o n s  
about  t h e  g e n e r a l  economic s i t u a t i o n .  With t h e  wide r ange  o f  o p i n i o n s  
i n  what was d i s t r i b u t e d ,  I am s u r e  we w i l l  have a l i v e l y  d i s c u s s i o n .  

MR. WALLICH.  How l o n g  h a s  t h e  [economy been growing] a t  t h i s  
s t e a d y  r a t e  of 3-112 pe rcen t - -maybe  f o u r  y e a r s ?  

CHAIRMAN VOLCKER. 3 - 1 / 2  t o  4 y e a r s .  Are you s u g g e s t i n g  t h a t  
i s  a l o n g  t i m e ?  

MR. WALLICH. Yes. 

CHAIRMAN VOLCKER. Would you c a r e  t o  s p e c u l a t e  whether  t h i s  
s t e a d i n e s s  w i l l  l i k e l y  be i n t e r r u p t e d  on t h e  up s i d e  o r  t h e  down s i d e ?  

MR. WALLICH. Wel l ,  if it s t o p s  on t h e  way down, it s t o p s  
i t s e l f .  If i t  becomes a con t inuous  r e d u c t i o n ,  I t h i n k  w e  cou ld  g e t  
e x c e s s i v e  movements from t h a t .  I t h i n k  t h a t  t h a t  cou ld  be dange rous .  

CHAIRMAN VOLCKER. We a r e  hoping  f o r  s t e a d i n e s s .  I guess  
what we a r e  supposed t o  be d e b a t i n g  now i s  t h e  l i k e l i h o o d  of t h a t .  
Mr. M o r r i s .  

MR. M O R R I S .  I t h i n k  t h e  c o u r s e  o f  1986 i s  n o t  l i k e l y  t o  be 
a s  s t e a d y  a s  t h e  q u a r t e r l y  p r o j e c t i o n s  [ i n d i c a t e ] .  Looking a t  t h e  
numbers t h a t  we have g o t t e n  i n  t h e  p a s t  months,  i t  seems t o  me t h a t  we 
a r e  l i k e l y  t o  s t a r t  o u t  t h e  y e a r  s t r o n g e r  i n  t h e  f i r s t  q u a r t e r - - a t  
l e a s t  s t r o n g e r  t h a n  t h e  3 . 3  p e r c e n t  [ f o r e c a s t ] .  The b r e a d t h  of t h e  
s t r e n g t h  i n  t h e  numbers s u g g e s t s  t o  me t h a t  t h e  economy i s  s t a r t i n g  
o u t  s t r o n g e r .  

CHAIRMAN VOLCKER. These f o r e c a s t s  were made up b e f o r e  t h e  
l a t e s t  numbers? 
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MR. K I C H L I N E .  Be fo re  t h e  Janua ry  unemployment numbers were 
a v a i l a b l e .  

MR. MORRIS.  Presumably,  you would have r e v i s e d  t h e  f i r s t  
h a l f .  

MR. K I C H L I N E .  Wel l ,  t h e  f i r s t  q u a r t e r ,  anyhow. Our b e s t  
guess  a t  t h e  moment i s  t h a t  we would be more i n c l i n e d  t o  have a 4 
p e r c e n t  number f o r  t h e  f i r s t  q u a r t e r .  

CHAIRMAN VOLCKER. You wouldn’ t  want t o  expound beyond t h e  
f i r s t  q u a r t e r ?  

MR. M O R R I S .  Well, a s  I s a i d .  4 p e r c e n t  seems much more 
l i k e l y  f o r  t h e  f i r s t  q u a r t e r .  Beyond t h a t ,  I d o n ’ t  have any s t r o n g  
c o n v i c t i o n .  I t h i n k  3 p e r c e n t  f o r  t h e  y e a r  i s  p robab ly  s t i l l  about  
r i g h t .  I t h i n k  what we may be  s e e i n g  i s  t h e  end of  t h e  i n v e n t o r y
a d j u s t m e n t ,  a s  you ment ioned:  and t h a t  cou ld  l e a d  t o  a s t r o n g e r  f i r s t  
h a l f  u n l e s s  t h e r e  i s  more i n v e n t o r y  r e b u i l d i n g  t h a n  w e ’ r e  e x p e c t i n g  a t  
t h i s  t i m e .  

CHAIRMAN VOLCKER. M r .  C o r r i g a n .  

V I C E  CHAIRMAN C O R R I G A N .  A s  f a r  a s  t h e  f o r e c a s t  g o e s ,  my own 
f o r e c a s t  i s  a shade  s t r o n g e r  i n  r e a l  t e rms  t h a n  t h e  s t a f f ’ s  f o r e c a s t - .  
3 . 4  p e r c e n t  v e r s u s  t h e i r  3 p e r c e n t .  A s  b e s t  a s  I can  r e c a l l ,  t h e r e  i s  
no one d i f f e r e n c e  t h a t  a c c o u n t s  f o r  t h a t - - j u s t  a b i t  h e r e  and t h e r e  
a c r o s s  t h e  b o a r d .  My i n f l a t i o n  number i s  a l s o  a l i t t l e  s t r o n g e r ,  
a l t h o u g h  I might  be  i n c l i n e d  t o  shade  t h a t  down a t  l e a s t  a l i t t l e ,  
s imply  because  t h e  o i l  p r i c e  has  f a l l e n  f u r t h e r - - a n d  I t h i n k  i s  l i k e l y  
t o  [move down] f u r t h e r - - t h a n  I would have guessed  1 0  days ago o r  
whenever t h a t  f o r e c a s t  was made. 

A s  I s a i d  a month o r  s i x  weeks ago ,  w e  can  p l a y  around w i t h  
t h e s e  f o r e c a s t s  u n t i l  t h e  cows come home b u t  I t h i n k  t h e r e  i s  a 
v a r i e t y  of  f a c t o r s  t h a t  t r a n s c e n d  t h e  f o r e c a s t ,  which Mike and J i m  and 
Ted r e f e r r e d  t o  i n  v a r i o u s  p a r t s  of t h e i r  commentar ies .  On t h e  
exchange r a t e  s i d e ,  f o r  example,  we have s e e n  someth ing  t h a t  smells to 
me l i k e  a b a s i c  change i n  market  a t t i t u d e s  towards  t h e  d o l l a r .  p a r t l y
because  of some of  t h e  o f f i c i a l  announcements and a l l  t h e  r e s t .  I 
t h i n k  t h a t  h a s  been r e i n f o r c e d  by t h e  combina t ion  o f  t he  o i l  p r i c e
s i t u a t i o n  and p e r c e p t i o n s  a s  t o  how t h a t  w i l l  a f f e c t  t h e  L D C s ,  and i n  
t u r n  how t h a t  i n  combina t ion  w i t h  some o f  t h e  o t h e r  problems t h a t  a r e  
p e r c e i v e d  a t  l e a s t  t o  be t h e r e  i n  t h e  banking  sys t em w i l l  a f f e c t  [ t h e  
s i t u a t i o n ] .  I t h i n k  t h o s e  c o n s i d e r a t i o n s ,  a t  l e a s t  a t  t h e  marg in ,  do 
have a dec ided  i n f l u e n c e  on t h e  a t t i t u d e s  toward t h e  d o l l a r  r i g h t  now. 
S o ,  I view t h e  d o l l a r  a s  n o t  o n l y  lower by 5 t o  7 p e r c e n t  from when w e  
l a s t  met b u t  I guess  I c o n s i d e r  it a good d e a l  more v u l n e r a b l e  on t h e  
down s i d e  t h a n  it was s i x  weeks o r  s o  ago .  What w i l l  happen t o  t h e  
o i l  p r i c e  i s  anybody’s  guess .  I t  cou ld  s t a b i l i z e  i n  t h e  $18 t o  $20 
range:  i t  cou ld  go down f u r t h e r :  o r ,  if t h e  Saud i s  a r e  a b l e  t o  r e a c h  a 
meet ing  of  t h e  minds w i t h  t h e  B r i t i s h  o r  somebody e l s e ,  t h e  problem i s  
t h a t  it cou ld  go u p - - p a r t i c u l a r l y  if it go t  down t o ,  s a y ,  t h e  $15 o r  
$13 r ange .  I n  some ways t h e  wors t  of a l l  wor lds  i s  t o  have t h e  o i l  
p r i c e  go down t h a t  low o n l y  t o  come back up ,  even i f  it o n l y  came back 
up t o  $22 o r  s o .  I d o n ’ t  t h i n k  one can  r u l e  t h a t  p o s s i b i l i t y  o u t .  
How t h a t  w i l l  p l a y  o u t  i s  an enormous u n c e r t a i n t y :  b u t  a lmost  
r e g a r d l e s s  of  how it w i l l  p l a y  o u t ,  I t h i n k  it h a s  caused  t h e  LDC 
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s i t u a t i o n  t o  d e t e r i o r a t e  s i g n i f i c a n t l y .  Mexico’s problems a r e  c l e a r :  
t o  me t h e  g rea t  danger  i s  i f  Mexico g e t s  s o  o u t  of  c o n t r o l  t h a t  i t  
f o r c e s  o t h e r  t h i n g s  t o  become unglued a b i t .  S o ,  I t h i n k  t h a t  
s i t u a t i o n  i s  a l s o  a good d e a l  more t e n d e r ,  t o  p u t  it m i l d l y .  

I remain concerned  about  t h i s  whole d e b t  i s s u e ,  which a g a i n ,
J i m  and Mike touched  on .  I d o n ’ t  see it g e t t i n g  much b e t t e r .  If  I 
look  a t  Mike’s  f l o w - o f - f u n d s  f o r e c a s t  f o r  1986- -and  I know how ha rd  i t  
i s  t o  f o r e c a s t  t h e  f low of f u n d s - - i n  an u n d e r l y i n g  s e n s e  I d o n ’ t  s e e  
a n y t h i n g  t h a t  c o n s t i t u t e s  a r e a l  improvement t h e r e ,  p a r t i c u l a r l y  when 
you t a k e  accoun t  o f  t h e  s p e c i a l  b l i p  i n  s t a t e  and l o c a l  borrowing a t  
t h e  end of  t h i s  p a s t  y e a r  growing o u t  o f  t a x  c o n s i d e r a t i o n s .  

On t h e  i n f l a t i o n  s i d e ,  I guess  I am a l i t t l e  more conce rned .  
I t h i n k  t h e  p r o b a b i l i t i e s  l i e  on t h e  s i d e  of  an i n f l a t i o n  r a t e  t h a t  
l o o k s  l i k e  t h e  ones  t h a t  a r e  more o r  l e s s  r e p r e s e n t e d  i n  t h e  f o r e c a s t  
i n  f r o n t  of u s .  But it i s  n o t  ha rd  f o r  me t o  s e e  how t h e  i n f l a t i o n  
p i c t u r e  cou ld  b e  worse ,  n o t w i t h s t a n d i n g  the  o i l  p r i c e s .  P r o d u c t i v i t y
i s  l o u s y .  I d o n ’ t  s e e  t h a t  g e t t i n g  any b e t t e r .  The exchange r a t e  has  
a l r e a d y  come down 20 t o  25 p e r c e n t .  I d o n ’ t  s e e  any ha rd  ev idence  of 
any f e e d t h r o u g h  on p r i c e s  coming from t h a t ,  though I d o n ’ t  r u l e  it 
o u t .  I d o n ’ t  know what t h e  n a t u r a l  unemployment r a t e  i s  e i t h e r .  Some 
peop le  s a y  6 p e r c e n t :  it might  be h i g h e r  t h a n  t h a t .  The f a c t  of  t h e  
m a t t e r  i s  t h a t .  looked  a t  it i n  t h a t  l i g h t ,  t h e  unemployment r a t e  
i s n ’ t  a l l  t h a t  f a r  f rom t h e  p o i n t  where i t  cou ld  p u t  some p r e s s u r e  on 
t h e  p r i c e  l e v e l .  Beyond t h a t ,  j u s t  i n  a b e h a v i o r a l  s e n s e ,  t h e  k ind  o f  
u n i t  l a b o r  c o s t / p r i c e  b e h a v i o r  r e l a t i o n s h i p s  t h a t  a r e  i n  t h e  s t a f f ’ s  
f o r e c a s t  and my own b a s i c a l l y  have p r o f i t  marg ins  s i t t i n g  s t i l l  i n  a 
c o n t e x t  i n  which it i s  v e r y  c l e a r  t o  m e  t h a t  b u s i n e s s e s  a r e  go ing  t o  
g r a s p  a t  e v e r y  s t r a w  t h e y  can f i n d  t o  t r y  and r a i s e  p r i c e s .  So  wh i l e  
I a g r e e  w i t h  t h e  p r i c e  f o r e c a s t s  t h a t  a r e  on t h e  t a b l e ,  e s p e c i a l l y  i n  
t h e  c o n t e x t  of  t h e  o i l  p r i c e  s i t u a t i o n ,  I must s a y  t h a t  I do have some 
concern  t h a t  by t h e  l a t t e r  p a r t  o f  t h e  y e a r  w e  cou ld  g e t  an 
u n f o r t u n a t e  s u r p r i s e  on i n f l a t i o n .  

CHAIRMAN VOLCKER. M r .  B l a c k .  

MR. BLACK. M r .  Chairman, I always f e e l  v e r y  nervous  a t  t i m e s  
l i k e  t h i s  s i n c e  I d o n ’ t  have much conf idence  i n  anybody’s  a b i l i t y  t o  
f o r e c a s t .  And w i t h  t h e  Gram-Rudman e f f e c t s  upon us and a [ p o t e n t i a l ]  
d rop  i n  t h e  o i l  p r i ce  of  unknown magni tude .  w e  have  two a d d i t i o n a l  
c o m p l i c a t i o n s .  Our r e a d i n g  o f  t h e  t e a  l e a v e s  i s  v e r y  c l o s e  t o  what 
J e r r y  C o r r i g a n  has  j u s t  d e s c r i b e d .  We’re g u e s s i n g  t h a t  w e ’ l l  be a 
l i t t l e  h i g h e r  on r e a l  growth and i n f l a t i o n  t h a n  t h e  s t a f f  h a s  
p r o j e c t e d ,  and I guess  we have more c o n f i d e n c e  i n  o u r  p r o j e c t i o n  of 
r e a l  GNP t h a n  we do i n  p r i c e s .  W e  have a f i g u r e  of 3 . 4  p e r c e n t  f o r  
r e a l  GNP: e s s e n t i a l l y ,  we t h i n k  t h a t  t h e  r a p i d  growth i n  M 1  l a s t  y e a r ,  
t h e  r e c e n t  d e c l i n e s  i n  i n t e r e s t  r a t e s  and i n  t h e  d o l l a r ,  t h e  
s u b s t a n t i a l  r e c e n t  i n c r e a s e  i n  employment i n  J a n u a r y ,  and now t h e  drop
i n  o i l  p r i c e s  a r e  a l l  go ing  t o  combine t o  g i v e  us  g r e a t e r  r e a l  
consumer spend ing  and g r e a t e r  b u s i n e s s  f i x e d  inves tmen t  t h a n  t h e  s t a f f  
has  p r o j e c t e d .  Indeed ,  I t h i n k  t h e  l a t e s t  monthly d a t a  s u g g e s t  t h a t  
t h i s  cou ld  be  upon u s  r i g h t  now. On t h e  p r i c e  s i d e ,  we p u t  i n  a 
f i g u r e  o f  4 p e r c e n t  f o r  1986,  4 t h  q u a r t e r  t o  4 t h  q u a r t e r :  w e  a r e  
b a s i n g  t h a t  upon t h i s  exceed ing ly  l a r g e  r i s e  i n  M 1 ,  t h e  a c c e l e r a t i o n  
i n  r e a l  a c t i v i t y  t h a t  we  seem t o  have had r e c e n t l y ,  and now t h e  
d e c l i n i n g  d o l l a r ,  which i s  going  t o  p u t  i n c r e a s e d  p r e s s u r e  on p r i c e s .  
O f  c o u r s e  t h e  drop  i n  o i l  p r i c e s  would have a m i t i g a t i n g  e f f e c t  on 



2111-12/86 - 1 2  


t h i s  b u t  nobody knows how much. I f  i t  p e r s i s t s  f o r  a l o n g  t i m e .  it 
cou ld  w e l l  be  t h a t  t h e  s t a f f ’ s  p r o j e c t i o n  i s  go ing  t o  b e  c l o s e r  t h a n  
o u r s .  From t h e  s t a n d p o i n t  o f  p o l i c y  I t h i n k  w e  have t o  r e a l i z e  t h a t  
t h i s  o i l  p r i c e  d e c l i n e  i s  a o n e - t i m e  e f f e c t  i n  a s e n s e  and i s  l i k e l y  
t o  be s h o r t - l i v e d .  And all t h e  o t h e r  f a c t o r s  t h a t  I s e e  o u t  t h e r e  
s u g g e s t  t h a t  t h e  pace  of  i n f l a t i o n  i s  a p t  t o  be  up somewhat from where 
it h a s  b e e n .  S o ,  we a r e  g e t t i n g  a l i t t l e  more nervous  abou t  t h a t  t h a n  
we have been .  

CHAIRMAN VOLCKER. Governor Mar t in  

MR. M A R T I N .  I a p p r e c i a t e  t h e  t i m i n g  of  my t u r n ,  g e t t i n g  t o  
d e b a t e  w i t h  my f r i e n d ,  Bob B lack .  I t  seems t o  me t h a t  t h e  i n d i c a t i o n s  
f o r  f u t u r e  p r i c e s  a r e  q u i t e  t h e  o t h e r  way. I s e e  no t u r n a r o u n d  i n  t h e  
commodity p r i c e  s i t u a t i o n  around t h e  g l o b e .  I t  seems t o  m e  t h a t  t h e r e  
s t i l l  w i l l  be a lmos t  a dumping behav io r  and t h a t  i n  some c a s e s  t h e  
LDCs w i l l  be  [ induced]  i n  v a r i o u s  s i t u a t i o n s  by o i l  p r i c e  d e c l i n e s  and 
n e c e s s i t y  t o  dump something e l s e  i n t o  t h e  m a r k e t s .  I n  t e rms  of t h e  
o i l  p r i c e  change ,  I t h i n k  i t  i s  more fundamenta l :  I r e s p e c t f u l l y  
d i f f e r  w i t h  you i n  t h a t  r e g a r d .  I c o n s i d e r  t h e  f a i n t  p o s s i b i l i t y  t h a t  
s o m e  day t h e  I r a n i a n s  and t h e  I r a q i s  w i l l  s t o p  t h e  k i l l i n g  of each 
o t h e r  and t h e r e  w i l l  be  an augmented supp ly  from t h a t  p a r t  of t h e  
wor ld .  I t  seems t o  me t h a t  g l u t s  bege t  s h o r t a g e s  down t h e  r o a d ,  b u t  
i t  t a k e s  many y e a r s .  We have e x p e r i e n c e  from t h e  two o i l  shocks  t h a t  
we have been t h r o u g h  and now w e  a r e  i n  a g l u t  s i t u a t i o n .  I b e l i e v e  
t h e  i n f l a t i o n  o u t l o o k  i s  p o s i t i v e  f r o m  t h o s e  p o i n t s  of v iew.  

I d o n ’ t  know, J e r r y ,  about  p r o d u c t i v i t y :  I am a s  puzz led  a s  
anybody e l s e .  I c e r t a i n l y  missed  f o r e c a s t i n g  t h a t  ove r  a p e r i o d  of 
t i m e ,  b u t  I d o n ’ t  s h a r e  your  n e g a t i v e  approach  t o  p r o d u c t i v i t y .  I t  
seems t o  me t h a t  we have y e t  t o  r e a l i z e  our  t r e n d  r a t e  of growth.  I 
t h i n k  3 p e r c e n t  i s  t o o  low a guess  w i t h  r e g a r d  t o  p o t e n t i a l  G N P :  t h e  
gap cou ld  be  a coup le  of  hundred b a s i s  p o i n t s  t h a t  we a r e  f a l l i n g  
s h o r t  b y .  And I am n o t  comfor t ab le  w i t h  t h e  s t a f f ’ s  p r o j e c t i o n s  of 
e x p o r t  growth.  There  i s  a t a b l e  i n  t h e  Greenbook i n  c u r r e n t  d o l l a r s  
t h a t  shows an i n c r e a s e - - I  d o n ’ t  remember t h e  p e r c e n t a g e  anymore and 
I ’ v e  s c r a t c h e d  o v e r  i t  o n c e - - o f  about  25 o r  30  p e r c e n t  i n  f i v e  
q u a r t e r s .  I d o n ’ t  t h i n k  we a r e  going  t o  make t h a t  f o r  t h e  v e r y  
r e a s o n s  t h a t  t h i s  s p e c i a l  r e p o r t  d e t a i l e d .  I won’t  t a k e  t h e  t i m e  of 
t h i s  r a t h e r  l a r g e  Committee b u t  you may remember t h e  7 o r  8 p o i n t s  
made i n  t h a t  r e p o r t ,  which added up t o  a d e l a y  of t h e  impac t :  t h e  
l o n g - t e r m  c o n t r a c t s ,  f i x e d  i n v e s t m e n t s ,  s p e c i a l  f a c t o r s  and so  f o r t h ,  
t h a t  we a l l  r e a d  i n  t h a t  r e p o r t .  I d o n ’ t  t h i n k  we a r e  going  t o  be 
a b l e  t o  t a k e  market  s h a r e  back ;  I t r y  t o  [ u n i n t e l l i g i b l e ]  my 
e x p e r i e n c e  w i t h  S e a r s  World T r a d e ,  which goes back a few y e a r s ,  b u t  
j u s t  d o n ’ t  s e e  our  b e i n g  a b l e  t o  compete i n  t h e  manufac tu r ing  a r e a  
w i t h  t h e  Koreans and o t h e r s  around t h e  g l o b e .  I d o n ’ t  t h i n k  we a r e  
going  t o  g e t  t h a t  s h a r e  b a c k ,  and I t h i n k  we s t i l l  a r e  go ing  t o  be 
s t r u g g l i n g  w i t h  t h e  d i f f i c u l t i e s  of  compet ing w i t h  i m p o r t s .  

I t h i n k  t h e  f i s c a l  d r a g  s i t u a t i o n  i s  s p e l l e d  o u t  v e r y  n i c e l y  
i n  two of  t h e  l i n e  d iagrams i n  t h e  s t a f f ’ s  p r e s e n t a t i o n s :  we’ re  
swinging  from a growth i n  r e a l  f e d e r a l  pu rchases  of  about  1 2  p e r c e n t  
i n  1985  t o  a d e c l i n e  o f  a lmos t  8 p e r c e n t  i n  1986- -and  t h e n  you add on 
t o  t h a t  s t a t e  and l o c a l  government ,  a s  t h e  c h a r t  g r a p h i c a l l y
d i s p l a y e d .  W i l l  t h a t  be o f f s e t  by some of  t h e  more p o s i t i v e  f a c t o r s  
t h a t  have a l r e a d y  been reviewed? I suppose  it w i l l ,  b u t  I d o n ’ t  t h i n k  
we a r e  go ing  t o  g e t  r a t e s  of  growth o f  4 p e r c e n t  p a s t  t h e  f i r s t  

I 
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q u a r t e r .  I go a l o n g  w i t h  Frank M o r r i s ’  e s t i m a t e  of something more 
l i k e  3 p e r c e n t .  When t h e  Chairman p o l l e d  us n o t  t o o  many months ago 
a s  t o  what w e  t h o u g h t  about  3 p e r c e n t  growth ,  I s a i d  i t ’ s  i n a d e q u a t e .  
I t  i s  p a r t i c u l a r l y  i n a d e q u a t e  when you t h i n k  of t h e  d e b t  t h a t  we have 
t o  s e r v i c e  i n  t h i s  c o u n t r y :  e v e r y  s e c t o r  i s  t h i s  c o u n t r y  h a s  a huge 
d e b t .  Ad? t o  t h a t  t h e  l e s s  deve loped  c o u n t r y  s i t u a t i o n  and t h e  
Germans and Japanese  headed f o r  a 1 t o  2 p e r c e n t  i n f l a t i o n  p o s t u r e .  

I t  seems t o  m e  t h a t  i f  we a r e  e r r i n g  i n  any d i r e c t i o n  i n  
t e rms  of t h e  economy, i t  i s  t h a t  we a r e  u n d e r s t r e s s i n g  t h e  r i s k  of 
even more i n a d e q u a t e  growth a f t e r  t h e  f i r s t  q u a r t e r .  The f i r s t  
q u a r t e r  i s  f i n e :  b u t  once a g a i n  we a r e  a l l  s o  impressed  w i t h  t w o  
months’  d a t a ,  n o t  a l l  of  which were p o s i t i v e ,  y e t  we a r e  t a l k i n g  about  
monetary p o l i c y  t h a t  i s  go ing  t o  impact  t h e  t h i r d  and f o u r t h  q u a r t e r s  
o f  t h i s  y e a r  and t h e  f i r s t  q u a r t e r  o f  n e x t  y e a r .  The f i r s t  q u a r t e r  of  
nex t  y e a r  w i l l  be t h e  f i f t h  y e a r  of  e x p a n s i o n ,  a s  Governor Wal l i ch  has  
a l r e a d y  reminded u s .  I t  i s  a p r e t t y  o l d  expans ion .  Whether o r  n o t  i t  
i s  obvious  where t h e  s t r u c t u r a l  imbalances  a r e .  we know t h e y  a r e  b u i l t  
i n  t h e r e .  Goodness knows we have had enough changes i n  t h e  economy 
s e c t o r  by s e c t o r ,  a s  Karen p o i n t e d  o u t ,  and i n  i n d u s t r y  by i n d u s t r y - .
i n  m a n u f a c t u r i n g ,  t h e  t h r i f t s ,  n o n r e s i d e n t i a l  c o n s t r u c t i o n  and s o  
f o r t h .  I d o n ’ t  t h i n k  we a r e  going  t o  a c h i e v e  t h e  numbers t h a t  a r e  i n  
t h e  Greenbook f o r  b u s i n e s s  f i x e d  i n v e s t m e n t .  Looking a t  t h e  f o u r t h  
q u a r t e r  and a l l  t h e  sh ipments  and c o n t r a c t s  on S i e r r a - - w e l l ,  IBM i s  a 
f i n e  i n s t i t u t i o n  and a l l  t h a t ,  b u t  you can  c e r t a i n l y  g e t  d i s t o r t e d  
d a t a  f r o m  one q u a r t e r ’ s  move t h e r e .  I d o n ’ t  t h i n k  we a r e  go ing  t o  
have b i g  upswings i n  b u s i n e s s  f i x e d  inves tmen t  and nondefense  d u r a b l e  
goods o r d e r s .  The Defense Department f i n a l l y  seems t o  be waking up a 
l i t t l e  w i t h  r e g a r d  t o  what t h e y  a r e  about  ove r  t h e r e .  I t  j u s t  seems 
t o  me t h a t  t h e  r i s k s  a r e  on t h e  down s i d e  and t h a t  we have an 
o p p o r t u n i t y  h e r e  because  t h e r e  i s  some d i s i n f l a t i o n  i n  t h e  t o t a l i t y .  
We have an o p p o r t u n i t y  t o  l o o k  a t  monetary p o l i c y  w i t h  a l i t t l e  more 
a c t i o n  s p a c e  t h a n  i n  a d i f f e r e n t  economic s i t u a t i o n .  

CHAIRMAN VOLCKER. M r .  Boehne. 

MR. BOEHNE. Thank you,  Mr. Chairman. I g e n e r a l l y  a g r e e  w i t h  
t h e  broad  o u t l i n e s  o f  what I t h o u g h t  was a f i r s t  r a t e  r e p o r t  [by t h e  
s t a f f ] :  I might  lower my o r i g i n a l  unemployment f i g u r e  a b i t .  But it 
does s t r i k e  me t h a t  t h i s  i s  a r a t h e r  p a r a d o x i c a l  macro f o r e c a s t  t h a t  
w e  have h e r e .  I t  i s  t h e  f o u r t h  y e a r  of a r e c o v e r y .  We have a l i t a n y  
o f  mic ro  problems t h a t  we a l l  have r e c i t e d  many t i m e s .  Texas i s  
becoming a micro  problem. And y e t  I t h i n k  t h e  macro o u t l o o k  i n  t h i s  
f o r e c a s t - - a n d ,  a s  I s a y ,  I a g r e e  w i t h  i t - - i s  a good b i t  b e t t e r  t h a n  we 
p robab ly  d e s e r v e ,  add ing  up t h e  micro  p i e c e s .  I n  my D i s t r i c t ,  and it 
i s  one of  t h e  s t r o n g e r  D i s t r i c t s  i n  t h e  c o u n t r y ,  I f i n d  t h a t  w h i l e  
peop le  g e n e r a l l y  a r e  o p t i m i s t i c  abou t  1986 t h e  e x p e c t a t i o n s  d o n ’ t  run 
ve ry  deep .  I d o n ’ t  t h i n k  t h e y  run  v e r y  deep around t h i s  t a b l e  e i t h e r ,  
because  i n  November and December a number of us were l o o k i n g  a t  t h e  
numbers coming i n  and though t  t h e  r i s k s  were on t h e  down s i d e .  Today 
I g a t h e r  t h a t  most of  us f e e l  t h a t  t h i n g s  a r e  a good b i t  b e t t e r :  and I 
t h i n k  t h e  numbers have been b e t t e r .  My p o i n t  i s  t h a t  a s  we f o r m u l a t e  
p o l i c y - - I  am g e t t i n g  a b i t  i n t o  tomorrow’s a g e n d a - - t h e r e  i s  t h i s  
pa radox .  These e x p e c t a t i o n s  a r e  n o t  v e r y  deep:  our  mood can  change .  
I t h i n k  we need t o  a l l o w  o u r s e l v e s  some room f o r  maneuvering a s  we s e t  
t h e s e  l o n g - t e r m  t a r g e t s  tomorrow. We have some room on t h e  bot tom b u t  
I t h i n k  we a l s o  need some room on t h e  t o p  because  we cou ld  v e r y  w e l l  
be s i t t i n g  h e r e  i n  March o r  May and o u r  e x p e c t a t i o n s  cou ld  change 



2/11-12/86 - 1 4 -

again in the other direction just as they changed from Thanksgiving to 

now. So, I accept this forecast: I feel a little uneasy about it 

because somehow the parts don’t add up to the whole, even though I 

agree with the macro numbers that the staff put out. 


CHAIRMAN VOLCKER. Mr. Parry. 


MR. PARRY. Our forecast of real GNP is really quite similar 

to that of the Board staff’s: it’s just a couple of tenths higher.

There are significant differences in the composition, however. When I 

look at the differences that we have in residential investment, I 

actually think that I would be more comfortable with the Board staff’s 

forecast: consequently, we might even conclude that our forecast would 

be even stronger relative to the staff’s than I first thought. 


CHAIRMAN VOLCKER. Let me just interject for a moment to 

remind people that you get a chance immediately after this meeting to 

revise the forecasts [you have submitted]. You all have made some 

comment, but I don’t know when you look at them whether you’ll change

them or not. What unemployment rate are we talking about here? Are 

we talking about the civilian or the total? 


MR. KICHLINE. The civilian rate is what I think we have been 
getting in the numbers given to u s .  The difference is a tenth and 
when push comes to shove, to be consistent with the Administration, at 
the end of the report we will just add a tenth to whatever anybody
gives us. 

CHAIRMAN VOLCKER. The Administration projects the total? 


MR. KICHLINE. The total. 


CHAIRMAN VOLCKER. So you subtract a tenth from theirs. I 

just wanted to remind you as you talk about the outlook that you may

change your forecast after this discussion if you want to. Excuse me 

for interrupting you. 


MR. PARRY. One other point I would make is close to that 
made by Frank Morris. Given recent developments, I think there is an 
excellent chance that growth in the first half will be stronger than 
indicated by the Board staff’s forecast--andfor that matter, by our  
own. But I have a feeling growth is going to be more in final sales 
than in inventories because I don’t think there is much indication 
that inventories are going to grow at a very rapid pace in the first 
half of the year. There is a fairly significant difference between us 
and the Board staff on the rate of inflation: actually, we are almost 
a point higher in 1986 and somewhat lower as it turns out in 1987. 
That mainly reflects the differences in the way we see the interaction 
of the effects of a lower value of the dollar and oil prices. As I 
mentioned before, we see lower oil prices having their major impact on 
inflation in 1987 whereas the dollar’s major impact on inflation is 
centered more toward the end of 1986. In any case. if one looks out 
to the price level at the end of 1987, I don’t really see much that 
would differ. 

If I may make a few comments about the Twelfth District: It 
appears to us that the District’s economy is expanding at a faster 
pace than the national average. Geographically, it seems that the 
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s t r e n g t h  i s  c e n t e r e d  i n  C a l i f o r n i a ,  Ar i zona .  and Hawaii .  One of t h e  
more s t r i k i n g  numbers t h a t  we r e c e i v e d  on F r i d a y  was t h a t  C a l i f o r n i a ’ s  
unemployment r a t e  f e l l  t o  5 . 8  p e r c e n t :  t h a t ’ s  a huge d rop  i n  t h e  l a s t  
two months.  I wasn’ t  a b l e  t o  g e t  t h e  numbers on where a l l  of t h e  
growth i n  employment was b u t  I would s u s p e c t  t h a t  it was i n  s e r v i c e s .  
where i t  .always i s  s t r o n g ,  and i n  a d d i t i o n  t o  t h a t  i n  c o n s t r u c t i o n  
s i n c e  t h e  wea the r  has  been q u i t e  good. By i n d u s t r y .  t h e  s t r e n g t h  i s  
i n  consumer s p e n d i n g ,  p a r t i c u l a r l y  f o r  s e r v i c e s  and d u r a b l e s :  we s e e  
good growth i n  r e s i d e n t i a l  c o n s t r u c t i o n  and i n  a d d i t i o n .  d e f e n s e -
r e l a t e d  a e r o s p a c e  and e l e c t r o n i c s .  The weakness c e n t e r s  i n  nondefense 
e l e c t r o n i c s ,  where t h e r e  i s  s o  much f o r e i g n  c o m p e t i t i o n :  i n  
a g r i c u l t u r e ,  which c o n t i n u e s  t o  s u f f e r  from some of  t h e  same i l l s  t h a t  
i t  h a s  f o r  t h e  p a s t  two o r  t h r e e  y e a r s :  and i n  mining  and o i l  d r i l l i n g
and f o r e s t  p r o d u c t s ,  a l t h o u g h  one can make a c a s e  t h a t  t h e r e  i s  a 
s l i g h t  l i g h t  a t  t h e  end o f  t h e  t u n n e l  w i t h  r e g a r d  t o  f o r e s t  p r o d u c t s .
Our e x p e c t a t i o n  i s  t h a t  f o r  1986 t h e  D i s t r i c t  w i l l  ou tpace  t h e  growth 
of  t h e  rest of t h e  n a t i o n  by probably  1 p e r c e n t a g e  p o i n t :  if one were 
t o  f o c u s  j u s t  on C a l i f o r n i a ,  I t h i n k  it cou ld  be even g r e a t e r .  

CHAIRMAN VOLCKER. M r .  F o r r e s t a l .  

MR. FORRESTAL. Mr. Chairman, our  f o r e c a s t  i s  m a r g i n a l l y  
d i f f e r e n t  from t h e  Board s t a f f ’ s  f o r e c a s t  b o t h  w i t h  r e s p e c t  t o  growth
and i n f l a t i o n .  We t h i n k  t h a t  growth i n  1986 i s  going  t o  be  somewhat 
h i g h e r ,  abou t  0 . 3  o f  a p e r c e n t a g e  p o i n t .  I t  i s  n o t  i n  any p a r t i c u l a r  
a r e a  b u t  p r e t t y  much a c r o s s  t h e  b o a r d .  On t h e  i n f l a t i o n  s i d e ,  we 
t h i n k  i n f l a t i o n  i s  go ing  t o  be  a l i t t l e  h i g h e r  t h a n  t h e  Board s t a f f ’ s  
f o r e c a s t .  I am n o t  r e a l l y  a s  convinced about  t h a t  p e r s o n a l l y  a s  my
s t a f f  i s ,  b u t  what i s  d r i v i n g  t h a t  f o r e c a s t  o f  h i g h e r  i n f l a t i o n  
b a s i c a l l y  i s  t h e  unemployment numbers,  which would seem t o  p o i n t  t o  
p r e s s u r e  on wages and p r i c e s  l a t e r  i n  1 9 8 6 .  And t h a t  combined w i t h  
lower p r o d u c t i v i t y  would c e r t a i n l y  i n d i c a t e  a h i g h e r  i n f l a t i o n  r a t e .  
The e f f e c t  of  t h e  lower  d o l l a r  and t h e  d rop  i n  t h e  o i l  p r i c e s  
o b v i o u s l y  work i n  d i f f e r e n t  d i r e c t i o n s  i n  t e rms  of  t h e  e f f e c t  on 
i n f l a t i o n ,  i f  you l e a v e  o u t  t h e  t i m i n g  q u e s t i o n .  I d o n ’ t  know how 
t h a t  washes o u t :  maybe t h o s e  two f a c t o r s  t e n d  t o  n e t  o u t  t o  n o t  t o o  
much e f f e c t  on i n f l a t i o n .  But one t h i n g  t h a t  I am concerned  about  
from t i m e  t o  t i m e  i s  t h e  drop  i n  t h e  d o l l a r  i n  terms of  our  t r a d e -
weighted  i n d e x ,  which i s  p r e t t y  w e l l  weighted  toward t h e  European
c o u n t r i e s .  Obv ious ly ,  t h e  d rop  o f  t h e  d o l l a r  d o e s n ’ t  a f f e c t  t r a d e  
w i t h  some of our  o t h e r  t r a d i n g  p a r t n e r s ,  p a r t i c u l a r l y  Canada, where 
t h e  d o l l a r  a c t u a l l y  h a s  a p p r e c i a t e d .  So  I t h i n k  t h a t  does  h a v e - 

CHAIRMAN VOLCKER. Canada does  have a b i g  weight  i n  t h a t  
i n d e x  and t h a t ’ s  why it d o e s n ’ t  go down v e r y  much. 

MR. TRUMAN. I t s  weight  i s  m u l t i - l a t e r a l ,  so  i t ’ s  less  t h a n  
i t s  weight  i n  o u r  t r a d e .  I t h i n k  I ’ m  s u p p o r t i n g  your  p o i n t ,  Mr. 
F o r r e s t a l .  

MR. FORRESTAL. I focused  p a r t i c u l a r l y  on Canada because  
peop le  i n  my D i s t r i c t - - t h e  lumber p e o p l e ,  f o r  example - - took  some 
comfort  o r i g i n a l l y  from t h e  d e c l i n e  i n  t h e  v a l u e  of  t h e  d o l l a r  u n t i l  
t h e y  r e a l i z e d  t h a t  it d o e s n ’ t  have any e f f e c t  on t h e i r  t r a d e  w i t h  
Canada. 

CHAIRMAN VOLCKER. No. t h e r e  i s  no e f f e c t  on t h o s e  lumber 
p e o p l e .  



MR. FORRESTAL. T h a t ’ s  r i g h t .  I n  f a c t ,  i t ’ s  t h e  o p p o s i t e  
e f f e c t .  I n  any e v e n t ,  our  f o r e c a s t  g i v e s  somewhat more weight  t o  t h e  
unemployment number t h a n  t h e  Board s t a f f ’ s  f o r e c a s t ,  s o  we a r e  h i g h e r  
on growth and a l i t t l e  h i g h e r  on i n f l a t i o n .  If I were t o  t a k e  o u t  
t h a t  unemployment s i t u a t i o n ,  I p e r s o n a l l y  would be l e s s  concerned 
about  i n f l a t i o n .  One concern  t h a t  I h a v e ,  which o t h e r s  have a l l u d e d  
t o  p r e v i o u s l y ,  i s  t h e  l e s s  deve loped  c o u n t r y  s i t u a t i o n  and 
p a r t i c u l a r l y  t h e  e f f e c t  o f  t h e  drop  i n  o i l  p r i c e s  on Mexico. I t h i n k  
t h a t  i s  go ing  t o  be  a v e r y ,  v e r y  s e r i o u s  problem f o r  t h a t  c o u n t r y ,  n o t  
o n l y  f o r  i t s  economy b u t  s o c i a l l y  a s  w e l l .  Al ready  it i s  hav ing  t h a t  
e f f e c t ,  and i t  c e r t a i n l y  i s  go ing  t o  have an e f f e c t  on banks around 
t h e  c o u n t r y ,  p a r t i c u l a r l y  t h e  money c e n t e r  banks .  Having s a i d  t h a t ,  I 
am n o t  s u r e  what monetary p o l i c y  can do t o  h e l p  t h a t  s i t u a t i o n :  b u t  i t  
c e r t a i n l y  i s  a problem. 

CHAIRMAN VOLCKER. I want t o  remind you a l l  t h a t  t h e s e  
f o r e c a s t s  i n  t h e  l a s t  a n a l y s i s  a r e  y o u r s :  I ’ m  r e p o r t i n g  t o  t h e  
Congress  t h a t  t h e y  a r e  p e r s o n a l  f o r e c a s t s .  M r .  S t e r n .  

MR. STERN. With r e g a r d  t o  t h e  o u t l o o k ,  I t o o  have a s t r o n g e r
f o r e c a s t  t h a n  t h a t  d e p i c t e d  i n  t h e  Greenbook. S t a t i s t i c a l l y ,  a c r o s s  
components,  i t ’ s  b r o a d l y  b a s e d ;  i t ’ s  s imply  sha red  among a wide range
of s e c t o r s  of  t h e  economy. A coup le  o f  i n t e r e s t i n g  t h i n g s  a r e  going  

on.  it seems t o  me. I t ’ s  n o t  j u s t  t h a t  t h e  l a t e s t  s t a t i s t i c s  looked 

p r e t t y  p o s i t i v e ,  a l t h o u g h  t h e y  d i d .  I have  t a l k e d  i n  t h e  p a s t  about  a 

t w o - t i e r e d  economy and t h e  d i s t i n c t i o n  between what has  been happening 

i n  t h e  m e t r o p o l i t a n  a r e a s  a s  opposed t o  t h e  r u r a l  a r e a s .  A t  l e a s t  i n  

o u r  D i s t r i c t ,  I am a f r a i d  now t h a t  I have t o  t a l k  abou t  a t h r e e - t i e r e d  

economy. The m e t r o p o l i t a n  a r e a s  c o n t i n u e  t o  do p r e t t y  w e l l .  The 

problems i n  t h e  a g r i c u l t u r a l  p a r t  of t h e  r u r a l  economy a r e  s t i l l  

t h e r e ,  o f  c o u r s e ,  b u t  i n  t h e  n o n - a g r i c u l t u r a l  r u r a l  economy I t h i n k  

t h e r e  a r e  some s i g n s  o f  improvement i n  o u r  D i s t r i c t .  T h i s  i s  e v i d e n t  

most v i v i d l y  i n  t e r m s  of  r e - o p e n i n g s  o r  expans ions  o r  b u i l d i n g  of new 

p l a n t s ,  p a r t i c u l a r l y  i n  t h e  mining  and t h e  pu lp  and pape r  a r e a s .  

There  a r e  new pu lp  and pape r  p l a n t s  i n  Dulu th  and i n  t h e  Upper

P e n i n s u l a ,  and copper  mines i n  t h e  Upper P e n i n s u l a  have reopened .  

Some may w e l l  r eopen  i n  Montana. T a c o n i t e  p l a n t s  a r e  r eopen ing  i n  

Nor the rn  Minnesota  and t h e r e  a r e  some new p r o c e s s e s  b e i n g  developed 

t h e r e  t h a t  may l e a d  t o  some expans ion  i n  t a c o n i t e  o u t p u t .  I t ’ s  r e a l l y 

r a t h e r  r emarkab le .  


CHAIRMAN VOLCKER. I am nonplused by t h e  copper  mine opening .  

MR. STERN. The White P ine  Mine, which i s  l a r g e l y  worker -
owned, reopened s e v e r a l  months ago i n  t h e  Upper P e n i n s u l a .  They seem 
t o  be  do ing  a l l  r i g h t ,  and t h e y  a r e  go ing  t o  add employment s h o r t l y -
a n o t h e r  300 w o r k e r s .  I have f o r g o t t e n  what t h e  o r i g i n a l  b a s e  was b u t  
i t  was p robab ly  a t  l e a s t  t h a t  s i z e .  There  a r e  p l a n s  a f o o t  t o  reopen
t h e  b i g  [ u n i n t e l l i g i b l e ]  a t  t h e  former Anaconda o p e r a t i o n .  

V I C E  CHAIRMAN C O R R I G A N .  You a r e  k i d d i n g ?  

CHAIRMAN VOLCKER. Who i s  working on t h i s ?  

MR. STERN. The man behind  t h a t  i s  a guy by t h e  name of 
who h a s  been a b u i l d i n g  c o n t r a c t o r :  he  i s  l o o k i n g  t o  g e t  

some b r e a k s  from t h e  s t a t e  i n  t e rms  o f  t a x  l e g i s l a t i o n  and s o  f o r t h .  
I d o n ’ t  know what he i s  going  t o  work o u t  w i t h  t h e  u n i o n s .  I presume 
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he i n t e n d s  t o  work o u t  someth ing .  That  p l a n  i s  n o t  s i g n e d ,  s e a l e d ,  
and d e l i v e r e d :  I d o n ’ t  want t o  s u g g e s t  t h a t .  But t h e y  c l e a r l y  a r e  
working on i t  i n  a s e r i o u s  way. A s  I s a y ,  i t ’ s  a r a t h e r  remarkable  
t u r n a r o u n d  and t h a t ’ s  why I am t a l k i n g  about  t h i s  t h r e e - t i e r e d  a s  
opposed t o  t w o - t i e r e d  s i t u a t i o n ,  a t  l e a s t  i n  p a r t  of t h e  D i s t r i c t .  
But I guess  t h e  r e a l  r e a s o n  I am more o p t i m i s t i c  about  r e a l  growth has  
t o  d o  w i t h  t h i n g s  l i k e  t h e  d e c l i n e  i n  energy  p r i c e s  and what t h a t  
means f o r  p r o d u c t i o n  and p r o d u c t i v e  c a p a c i t y ,  w e a l t h  e f f e c t s  stemming 
o u t  of  t h e  r i s e  i n  s t o c k  p r i c e s  and bond p r i c e s ,  and t h e  o t h e r  s i d e  of 
t h a t  c o i n ,  o f  c o u r s e ,  t h e  somewhat lower i n t e r e s t  r a t e s  we have 
r e l a t i v e  t o  a y e a r  ago .  

On t h e  i n f l a t i o n  s i d e ,  I must admit  t o  b e i n g  q u i t e  u n c e r t a i n ,  
a s  I guess  o t h e r s  a r e  a l s o .  I am concerned t h a t  t h e  f a v o r a b l e  e f f e c t s  
o f  t h e  d e c l i n e  o f  energy  p r i c e s  may be  o f f s e t  t o  some a p p r e c i a b l e  
d e g r e e  by t h e  weaker d o l l a r .  I have a s e n s e  t h a t  l a b o r  marke t s  a r e  
t i g h t e n i n g  c e r t a i n l y  and t h a t  l a b o r  a t t i t u d e s  a r e  g e t t i n g  a l i t t l e  
more a g g r e s s i v e  a s  w e l l .  And t h a t  g i v e s  me some c o n c e r n .  But beyond 
t h a t ,  I would n o t  be i n c l i n e d  a t  t h i s  j u n c t u r e  t o  change my i n f l a t i o n  
o u t l o o k  much one way o r  t h e  o t h e r .  I am j u s t  concerned t h a t  pe rhaps  
some of  t h e  good t h i n g s  t h a t  a r e  f a l l i n g  i n  p l a c e  a r e  s i m u l t a n e o u s l y  
b e i n g  o f f s e t .  

MR. BLACK. Minneapol i s  c e r t a i n l y  d i d  improve when J e r r y  
l e f t ,  d i d n ’ t  i t ?  

V I C E  CHAIRMAN CORRIGAN.  A s  soon a s  I l e f t !  

CHAIRMAN VOLCKER. Mr. Keehn. 

MR. KEEHN. Our f o r e c a s t  f o r  t h e  y e a r  i s  i n  s u b s t a n t i a l  
agreement  w i t h  t h e  Board s t a f f ’ s  f o r e c a s t .  We have a l i t t l e  l e s s  i n  
t e r m s  o f  r e a l  G N P :  t h a t  may r e f l e c t  a Midwestern p r o s p e c t i v e .  We a r e  
a t o u c h  h i g h e r  on t h e  d e f l a t o r ,  p r i m a r i l y  because  we have n o t  f o r e c a s t  
such  a s i g n i f i c a n t  d e c r e a s e  i n  t h e  p r i c e  o f  o i l .  Wi th in  t h a t  broad 
s e n s e  o f  ag reemen t ,  t h o u g h ,  we have some d i f f e r e n c e s .  Our hous ing  
s t a r t  numbers a r e  a b i t  lower  t h a n  t h e  s t a f f  f o r e c a s t ,  based  p r i m a r i l y  
on t h e  i n p u t  o f  2 o r  3 of  our  d i r e c t o r s  who have had a p r e t t y  good 
t r a c k  r e c o r d  on t h a t  i n  t h e  p a s t .  For commercial  s t r u c t u r e s  we a r e  
s i g n i f i c a n t l y  h i g h e r :  we t h i n k  t h a t  t h e  l e v e l  o f  s t a r t s  w i l l  t a p e r  o f f  
v e r y  c o n s i d e r a b l y  and s i g n i f i c a n t l y ,  b u t  t h e r e  a r e  enough p r o j e c t s  on 
t h e  drawing boa rds  t h a t  a r e  committed t o  a t  t h i s  p o i n t  t h a t  t h a t  ought  
t o  c a r r y  u s  th rough  t h i s  y e a r .  

Turn ing  now t o  a coup le  of comments about  t h e  D i s t r i c t :  S ince  
t h e  l a s t  mee t ing  I t h i n k  t h e r e  h a s  been a p e r c e p t i b l e  improvement i n  
t o n e  and a t t i t u d e s ,  a t  l e a s t  among t h e  peop le  I t a l k  t o .  I t a l k e d  t o  
a l a r g e  r e t a i l e r  who j u s t  had an e x c e l l e n t  J a n u a r y - - l 6  p e r c e n t  ove r  
J a n u a r y  of l a s t  y e a r  and t h e  b e s t  month t h e y  had e v e r  had .  They w i l l  
have g iven  a l o t  o f  it back i n  F e b r u a r y ,  b u t  t h e y  have a v e r y  
ambi t ious  o b j e c t i v e  f o r  t h e  y e a r  and t h e y  t h i n k  t h e y  a r e  going  t o  make 
i t .  On t h e  a u t o  s i d e ,  peop le  I t a l k  t o  i n  D e t r o i t  a r e  f o r e c a s t i n g  a 
s l i g h t l y  lower  a u t o  y e a r  t h a n  we a r e - - l 0 . 3  t o  1 0 . 4  m i l l i o n  u n i t s .  But 
t h e  p r o d u c t i o n  s c h e d u l e s  f o r  t h e  f i r s t  q u a r t e r  a r e  a b i t  h e a v i e r  t h a n  
was t h e  c a s e  l a s t  yea r  and t h e  p r o d u c t i o n  s c h e d u l e s  f o r  t h e  second 
q u a r t e r  a r e  abou t  l e v e l ,  d e s p i t e  t h e  f a c t  t h a t  GM has  t h i s  enormous 
i n v e n t o r y  on i t s  hands .  I n  heavy manufac tu r ing  t h e r e  i s  some 
improvement,  w i t h  back logs  up j u s t  a b i t .  They a r e  nowhere n e a r  t h e  
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peak l e v e l s  reached  b e f o r e  and t h e y  a r e  neve r  go ing  t o  g e t  back t h e r e :  
n o n e t h e l e s s ,  t h e  a t t i t u d e  i s  somewhat b e t t e r  t h e r e .  

On t h e  a g r i c u l t u r a l  s i d e ,  I c a n ' t  s u g g e s t  t h a t  we a r e  go ing  
t o  s e e  any improvement n e c e s s a r i l y  i n  1 9 8 6 ,  b u t  I t h i n k  a t  l e a s t  t h e  
r a t e  of d e t e r i o r a t i o n  i s  modera t ing .  Land v a l u e s  have got  t o  be 
g e t t i n g  down t o  some p o i n t  of s t a b i l i t y :  and c e r t a i n l y ,  w e  do s e e  a 
d e c r e a s e  i n  t h e  r a t e  o f  d e c l i n e  i n  l a n d  s a l e s .  Farm [ u n i n t e l l i g i b l e ]
improved fa rm l i q u i d i t y ,  and I t h i n k  t h e  work t h a t  h a s  been done w i t h  
t h e  Farm C r e d i t  System a t  l e a s t  c l a r i f i e s  an a r e a  o f  s i g n i f i c a n t
u n c e r t a i n t y .  A coup le  o f  n e g a t i v e l y  p e r v a s i v e  comments t h a t  I h e a r  
a r e  Gram-Rudman and t a x  r e fo rm.  Tax r e f o r m  was d e s c r i b e d  by one man, 
a [ c o r p o r a t e ]  cha i rman ,  a s  t h e  w o r s t  p i e c e  of l e g i s l a t i o n  he  had seen  
i n  twen ty  y e a r s .  On t h e  p o s i t i v e  s i d e ,  [my c o n t a c t s  a r e ]  v e r y
p e r v a s i v e l y  p o s i t i v e  on i n f l a t i o n .  I am t a l k i n g  t o  peop le  who s t i l l  
a r e  n e g o t i a t i n g  wage c o n t r a c t s  t h r e e  y e a r s  l o n g  which t e n d  t o  be i n  
t h e  3 p e r c e n t  r ange  commonly, o r  even 2 p e r c e n t  on t h e  low s i d e .  And 
I do t h i n k  t h a t  t h e r e  i s  someth ing  of a s e a  change o u t  t h e r e  on t h e  
p a r t  of  o r g a n i z e d  l a b o r :  t h e i r  a t t i t u d e s  a s  t h e y  go i n t o  t h e  
c o n t r a c t u a l  p r o c e s s  a r e  e n t i r e l y  d i f f e r e n t  now t h a n  i n  t h e  p a s t .
P r i c i n g - 

CHAIRMAN VOLCKER. Wait a minu te :  l e t  me unde r s t and  t h a t  
comment. I t  depends upon what " p a s t "  you a r e  t a l k i n g  a b o u t .  Are you
s u g g e s t i n g  it i s  lower  t h a n  it was i n  t h e  p a s t  o r  h i g h e r ?  

MR. KEEHN. I am s a y i n g  i t ' s  lower t h a n  it has  been i n  t h e  
p a s t .  Whereas peop le  i n  t h e  p a s t  have h a d - 

CHAIRMAN VOLCKER. I t ' s  a s e a  change from t h e  ' 7 0 s  and a 
c o n t i n u a t i o n  of  t h e  r e c e n t  ' 8 0 s .  

MR. KEEHN. Yes.  

CHAIRMAN VOLCKER. Okay. I j u s t  wanted t o  make s u r e  I 
under s tood  you. 

MR. KEEHN. Again ,  t h r e e - y e a r  c o n t r a c t s  a r e  b e i n g  n e g o t i a t e d  
a t  a 2 p e r c e n t  annua l  c o s t  on t h e  l o w  s i d e  and 3 p e r c e n t  a s  a common 
t endency  b u t  i m p o r t a n t l y  w i t h  good work r u l e  changes  a l s o :  t h e r e f o r e ,  
p r o d u c t i v i t y  p r o s p e c t s  a r e  improved. I t h i n k  p r i c i n g  [ u n i n t e l l i g i b l e ]
c o n t i n u e s  t o  b e  v e r y ,  v e r y  t i g h t .  The margins  a r e  h o l d i n g  and t h e r e  
seems t o  be v e r y  l i t t l e  room f o r  p r i c e  i n c r e a s e s ,  s o  t h a t  a s p e c t  of 
t h e  i n f l a t i o n a r y  e q u a t i o n  ought  t o  be p r e t t y  good. A s  we look  a t  t h e  
y e a r ,  we t h i n k  it w i l l  be  a p o s i t i v e  y e a r ,  p r e t t y  much i n  l i n e  w i t h  
t h e  Board s t a f f ' s  f o r e c a s t .  

V I C E  CHAIRMAN CORRIGAN.  S i .  if I j u s t  cou ld  a s k :  What does  
D e t r o i t  t h i n k  t h e i r  e f f e c t i v e  p r o d u c t i o n  c a p a c i t y  on au tomobi l e s  i s  
t h e s e  days?  

MR. KEEHN. J e r r y ,  t h e  number f o r  t h e  second q u a r t e r - - s o r r y ,  
I d o n ' t  have t h e  numbers h e r e .  I t  was abou t  2 . 2  o r  2 . 3  m i l l i o n ,  I 
t h i n k ,  f o r  t h e  f i r s t  q u a r t e r ,  and t h a t  was about  f l a t  o u t .  Ford i s  
runn ing  f l a t  o u t :  GM h a s  p u l l e d  back a b i t .  

MS. SEGER. I t  depends on t h e  compos i t ion ,  t hough ,  d o e s n ' t  
i t ?  A t  any one t i m e ,  t h e y  w i l l  be  s h o r t  o f  c a p a c i t y  f o r  a c e r t a i n  
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model o r  a m i n i - v a n  o r  something and have s p a c e  t o  accommodate o t h e r  
k i n d s  o f  c a r s .  

MR. KEEHN. Ford a t t e m p t s  t o  be p r e t t y  g e n e r a l  t h roughou t
t h e i r  l i n e .  They a r e  runn ing  v e r y  r a p i d l y .  They a r e  i n c r e a s i n g  t h e  
l i n e  speed  and t h e y  a r e  working Sundays.  

CHAIRMAN VOLCKER. Mr. Boykin.  we a l l  remember t h o s e  bumper
s t i c k e r s  abou t  f r e e z i n g  i n  t h e  N o r t h e a s t !  

MR. B O Y K I N .  We l l ,  M r .  Chairman, I guess  I am wear ing  t w o  
h a t s .  On t h e  b r o a d e r  p i c t u r e ,  I have j u s t  a coup le  of comments. We 
s e e  t h e  economy g e n e r a l l y  p r e t t y  much a s  t h e  Board s t a f f  d o e s .  We s e e  
a l i t t l e  more s t r e n g t h  t h a n  we f i r s t  though t  because  of  t h e  o i l  p r i c e  
deve lopments :  my own guess  i s  t h a t  if we a r e  wrong, we p robab ly  a r e  
n o t  s e e i n g  it q u i t e  a s  s t r o n g  a s  i t ’ s  go ing  t o  t u r n  o u t  t o  b e .  On t h e  
i n f l a t i o n  s i t u a t i o n ,  w h i l e  t h a t  has  been do ing  v e r y  w e l l  and l o o k s  
l i k e  it i s  going  t o  do v e r y  w e l l ,  I have a l i t t l e  problem abou t  
becoming v e r y  complacent  because  t h a t  cou ld  change.  and I t h i n k  it 
cou ld  change f a i r l y  r a p i d l y .  

Re fe rence  a l r e a d y  h a s  been made t o  t h e  f a c t  t h a t  w e  have a 
mic ro  problem, s o  I w i l l  t a k e  j u s t  a minute  and t a l k  about  t h a t .  I n  
t h e  D a l l a s  D i s t r i c t ,  [ b u s i n e s s  c o n d i t i o n s 1  c o n t i n u e  t o  d e t e r i o r a t e :  
w h i l e  t h e  s t e e p  d e c l i n e  i n  t h e  p r i c e  o f  o i l  i s  on b a l a n c e  b e n e f i c i a l  
f o r  t h e  U.S. economy, i t ’ s  d e p r e s s i n g  economic a c t i v i t y  i n  p a r t s  o f  
t h e  E l e v e n t h  D i s t r i c t .  I should  add ,  however,  t h a t  w h i l e  t h e  p r i c e
d e c l i n e s  a r e  unprecedented  i n  modern t i m e s ,  t h e y  a r e  n o t  a s  g r e a t  y e t  
a s  i s  u s u a l l y  a l l e g e d  by t h e  media ,  which t y p i c a l l y  f o c u s e s  i t s  
a t t e n t i o n  on s p o t  and f u t u r e s  marke t s  where o n l y  a s m a l l  f r a c t i o n  o f  
o i l  i s  t r a d e d  and where p r i c e s  t e n d  t o  be h i g h l y  v o l a t i l e .  Most o i l  
i s  t r a d e d  a t  p r i c e s  p o s t e d  by r e f i n e r i e s ;  and t h a t  m a r k e t ,  wh i l e  a l o t  
more s t a b l e  t h a n  t h e  s p o t  m a r k e t ,  i s  s t i l l  d i s o r d e r l y .  For example,
p o s t e d  p r i c e s  on West Texas I n t e r m e d i a t e  l a s t  F r i d a y  ranged from $18 
t o  $23 .85  a b a r r e l .  Pos t ed  o r  c o n t r a c t  p r i c e s  have f a l l e n  by 25  
p e r c e n t  f rom November l e v e l s ,  i n  c o n t r a s t  w i t h  more t h a n  a 5 0  p e r c e n t  
drop  i n  s p o t  p r i c e s  o v e r  t h e  same p e r i o d .  Adjus ted  f o r  i n f l a t i o n ,  o i l  
p r i c e s  a r e  p robab ly  abou t  where t h e y  were i n  1 9 7 4 .  

Adding t o  o u r  D i s t r i c t ’ s  economic d i f f i c u l t i e s  i s  t h e  
overhang o f  o f f i c e  and o t h e r  commercial  b u i l d i n g s .  We had expec ted  
c o n s t r u c t i o n  a c t i v i t y  t o  d e c l i n e  f o r  some t i m e .  The volume of new 
c o n s t r u c t i o n  c o n t r a c t s  plunged by 25 p e r c e n t  i n  t h e  f o u r t h  q u a r t e r ;  
i t ’ s  down by 40 p e r c e n t  f rom August 1 9 8 5  and t h i s  downtrend i s  
expec ted  t o  c o n t i n u e .  The weakness i n  c o n s t r u c t i o n  and e n e r g y ,  of  
c o u r s e ,  i s  c a u s i n g  f i n a n c i a l  s t r a i n s  on our  D i s t r i c t ’ s  f i n a n c i a l  
i n s t i t u t i o n s .  Manufac tur ing  a c t i v i t y ,  e s p e c i a l l y  t h a t  r e l a t e d  t o  
energy  and c o n s t r u c t i o n ,  h a s  been d e c l i n i n g .  R e t a i l  s a l e s  growth i s  
weak. Fu r the rmore ,  t h e  a g r i c u l t u r a l  o u t l o o k  i s  dim i n  some a r e a s  and 
even f o r e b o d i n g  i n  o t h e r s .  I n  s p i t e  o f  a l l  of  t h e  n e g a t i v e s  I have 
j u s t  o u t l i n e d ,  we have expe r i enced  some employment growth i n  t h e  
D i s t r i c t ,  pe rhaps  about  one p e r c e n t .  That  [ cou ld  be  ma in ta ined ]  if 
o i l  p r i c e s  remain a t  c u r r e n t  l e v e l s .  Any f u r t h e r  drop  i n  o i l  p r i c e s
would produce z e r o  o r  n e g a t i v e  employment growth i n  t h e  D i s t r i c t .  M r .  
Chairman, t h a t  conc ludes  my r a t h e r  gloomy r e p o r t  on w h a t ’ s  go ing  on i n  
t h e  E l e v e n t h  D i s t r i c t .  
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CHAIRMAN VOLCKER. You had a one p e r c e n t  i n c r e a s e  i n  
employment ove r  what p e r i o d  o f  t i m e ?  Over a y e a r ?  

MR. B O Y K I N .  J u s t  i n  e a r l y  1986,  l o o k i n g  y e a r  over  y e a r .  

CHAIRMAN VOLCKER. Mrs. Horn. 

MS. HORN. Mr. Chairman, my f o r e c a s t  i s  f o r  3 p e r c e n t  r e a l  
growth and 4 p e r c e n t  p r i c e s ,  s o  I wouldn’ t  c h a r a c t e r i z e  myself  a s  
b e i n g  unduly  wor r i ed  abou t  t h e  s t r e n g t h  of t h e  economy o r  f u t u r e  
i n f l a t i o n  r i g h t  now. N o n e t h e l e s s ,  i n  t e rms  of  my f e e l i n g s  o f  
d i s c o m f o r t  w i t h  t h e  f o r e c a s t ,  t h e y  t e n d  t o  be  on t h e  s i d e  of l o o k i n g  
a t  t h a t  l i s t  of  t h i n g s  t h a t  mean t h e  economy i s  s t r o n g e r  t h a n  we have 
seen  it and might  g e t  even s t r o n g e r  t h a n  we a r e  f o r e c a s t i n g .  The l i s t  
h a s  been g iven  by s e v e r a l  peop le  around t h e  t a b l e  and i t  i n c l u d e s  t h e  
f a c t  t h a t  whatever  t h e  margin o f  excess  c a p a c i t y  i n  t h e  U . S .  was ,  i t ’ s  
lower t o d a y .  The s h a r p  d e c l i n e  i n  o i l  p r i c e s  w i l l  mean s t r o n g e r
economic a c t i v i t y  i n  c o u n t r i e s  such  a s  o u r s .  The r e s o u r c e  s h i f t  
imp l i ed  by t h e  exchange r a t e  d e c l i n e  a l s o  w i l l  s t r e n g t h e n  b u s i n e s s  
economic a c t i v i t y .  S o ,  t h a t  l i s t  o f  changes t h a t  have brought  about  a 
s t r o n g e r  economy i s  v e r y  much on my mind.  

Turn ing  t o  t h e  i n f l a t i o n  o u t l o o k ,  a g a i n  t h e r e  has  been a l i s t  
g i v e n :  I would add one more i t e m  t o  t h e  l i s t  of a r e a s  o f  p o t e n t i a l  
concern  abou t  t h e  i n f l a t i o n  o u t l o o k  and t h a t  i s  t h e  l a b o r  c a l e n d a r  f o r  
t h i s  y e a r .  There  i s  q u i t e  an a c t i v e  l a b o r  c a l e n d a r  t h i s  y e a r  and from 
t h e  p o i n t  of view o f  s i z e ,  maybe i t ’ s  a chance t o  make more g a i n s .  I 
r e a l l y  d o n ’ t  want t o  a n a l y z e  it excep t  t o  s a y  t h a t .  

CHAIRMAN VOLCKER. I f o r g e t :  I s  t h e  a u t o  i n d u s t r y  up i n  t h i s  
c a l e n d a r  y e a r ?  

MS. HORN. No, s t e e l .  

I n  t h e  Four th  D i s t r i c t ,  t h e r e  h a s n ’ t  been much change i n  
a c t i v i t y ,  b u t  I t h i n k  t h e r e  h a s  been a p e r c e p t i b l e  change i n  mood. 
The mood i s  one of  growing c o n f i d e n c e  and growing opt imism though ,  a s  
I s a y ,  w i t h o u t  any changes i n  o r d e r  books o r  p r o d u c t i o n  s c h e d u l e s  t o  
back i t  up .  That  may be  what i s  c h a r a c t e r i z e d  a s  a s h a l l o w  a t t i t u d e  
o f  c o n f i d e n c e ,  b u t  we do have t h a t  i n  t h e  Four th  D i s t r i c t .  

CHAIRMAN VOLCKER. Governor Johnson.  

MR. J O H N S O N .  I am g e n e r a l l y  n o t  t h a t  f a r  of f  f r o m  t h e  s t a f f  
f o r e c a s t  e i t h e r .  I have abou t  t h e  same number f o r  nominal GNP growth 
- - a b o u t  7 ,  7-1/2 p e r c e n t - - a l t h o u g h  I t o o  am a l i t t l e  more o p t i m i s t i c  
about  t h e  r e a l  s i d e .  I s e e  t h e  economy moving c l o s e r  t o  t h e  4 p e r c e n t  
range  f o r  r e a l  g rowth ,  s i n c e  I had t h e  advantage  o f  f a c t o r i n g  i n  some 
of t h e  r e c e n t  i n f o r m a t i o n  from t h e  l a s t  month of t w o .  I do t h i n k  
t h i n g s  a r e  l o o k i n g  a l i t t l e  b e t t e r .  I d o n ’ t  expec t  any g r e a t  
i n v e n t o r y  b u i l d u p  b u t  t h a t  shou ld  p l a y  i n t o  t h e  s i t u a t i o n .  c e r t a i n l y  
f o r  t h e  f i r s t  h a l f  of  t h e  y e a r .  S o ,  I s e e  t h e  mix more toward 4 
p e r c e n t  r e a l  and I am r e a l l y  o p t i m i s t i c  on t h e  i n f l a t i o n  s i d e .  I s e e  
most of t h e  s p i l l o v e r  from t h e  lower d o l l a r  maybe f i l t e r i n g  more i n t o  
1 9 8 7  t h a n  i n t o  1986: so I s e e  i n f l a t i o n  c l o s e r  t o  t h e  3 t o  3 - l / 2  
p e r c e n t  range  f o r  1986 p a r t i a l l y  because  of  t h e  o i l  p r i c e  d e c l i n e ,  
[ t h e  e f f e c t s  o f ]  which I t h i n k  w i l l  show up f a i r l y  s t r o n g l y  l a t e r  i n  
t h e  y e a r .  
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I n  a d d i t i o n  t o  t h a t ,  t h e  budge ta ry  s i t u a t i o n  l o o k s  v e r y  
p romis ing .  Although I am n o t  b e t t i n g  a l o t  of  money on Gram-Rudman 
t a r g e t s  b e i n g  met p e r f e c t l y ,  I t h i n k  we a r e  s e e i n g  a change i n  t h e  
budge ta ry  environment  t h a t  we h a v e n ’ t  expe r i enced  i n  t h e  l a s t  few 
y e a r s .  Everybody has  been w a i t i n g  f o r  t h i s  t u r n i n g  p o i n t  on t h e  
budget  s i t u a t i o n ,  and I t h i n k  we s e e  i t .  We a r e  s e e i n g  i t  now a s  a 
consensus  among budget  e s t i m a t o r s :  CBO and Fed s t a f f  a s  w e l l  a s  t h e  
A d m i n i s t r a t i o n  and many o t h e r  p r i v a t e  f o r e c a s t e r s  a r e  now s e e i n g  t h e  
s t r u c t u r a l  budget  d e f i c i t  a t  a t u r n i n g  p o i n t .  I am not  e x p e c t i n g  t h i s  
t o  do f a n t a s t i c  t h i n g s  b u t ,  g iven  no f u r t h e r  change i n  p o l i c y - - l o c k i n g  
i n  t h e  [ u n i n t e l l i g i b l e ]  i n  o u t l a y s  f o r  1986 a l o n e - - t h e  CBO e s t i m a t e s  
show t h e  budget  d e f i c i t s  g e t t i n g  down t o  t h e  $ 1 0 0  b i l l i o n  r ange  toward 
t h e  end of  t h e  p l a n n i n g  p e r i o d .  R e l a t i v e  t o  t h e  s i z e  o f  t h e  economy 
i n  t h a t  p e r i o d ,  i t ’ s  q u i t e  a d i f f e r e n t  debt/GNP r a t i o  t h a n  we have 
been e x p e c t i n g  i n  t h e  p a s t .  I t h i n k  t h a t ’ s  go ing  t o  have q u i t e  an 
e f f e c t  on i n f l a t i o n a r y  e x p e c t a t i o n s .  Some o f  t h a t  a l r e a d y  has  been 
d i s c o u n t e d ;  b u t  even i f  t h i s  p r o c e s s  d o e s n ’ t  work i t s  way o u t  
c o m p l e t e l y ,  t h e r e  i s  a d d i t i o n a l  o p t i m i s m  b e i n g  b u i l t  i n t o  t h e  
i n f l a t i o n a r y  e x p e c t a t i o n s  s i d e .  One of  t h e  major  f a c t o r s  c r e a t i n g  
concern  i n  t h e  p a s t  was t h e  p o t e n t i a l  f o r  t h e  budget  and p o l i t i c a l  
environment  t o  p r e s s u r e  t h i s  o r g a n i z a t i o n  i n t o  p a r t i a l l y  m o n e t i z i n g  
t h e  d e f i c i t  and t h e n  i n f l a t i o n  might r e s u l t  f r o m  t h a t .  I t h i n k  some 
o f  t h a t  p r e s s u r e  i s  s t a r t i n g  t o  s u b s i d e  and I am f a i r l y  o p t i m i s t i c  
about  t h a t .  Now, t h a t  d o e s n ’ t  mean t h a t  i s s u e  i s  no l o n g e r  w i t h  u s ;  
i t ’ s  go ing  t o  be  w i t h  u s  f o r  a w h i l e .  But I t h i n k  t h e  o i l  p r i c e  
s i t u a t i o n  a l o n g  w i t h  r e a c h i n g  a t u r n i n g  p o i n t  i n  t h e  budget  i s  
p romis ing ,  and t h a t ’ s  why I s e e  a l i t t l e  b r i g h t e r  i n f l a t i o n  p i c t u r e .  

I do worry a b i t  abou t  t h e  p r o g r e s s  on p r o d u c t i v i t y  growth: 
t h a t  h a s  been f a i r l y  d i s c o u r a g i n g .  I may be wrong b u t ,  i f  you look  a t  
t h a t  c l o s e l y ,  I t h i n k  one o f  t h e  major  r e a s o n s  behind  t h a t  i s  
o b v i o u s l y  t h e  employment growth.  But you have t o  a s k  why we have 
g o t t e n  such  a s t r o n g  employment growth.  A company d o e s n ’ t  j u s t  go out  
and h i r e  because  i t ’ s  fun  t o  h i r e .  Obv ious ly ,  t h e  r e l a t i v e  c o s t  i n  
t h i s  component of p r o d u c t i o n  i s  r e l a t i v e l y  c h e a p e r .  If you l o o k  a t  
t h e  growth of  wages a t  t h i s  s t a g e  of  t h e  economic expans ion  and 
compare it t o  a l l  o t h e r  pos twar  p e r i o d s ,  you w i l l  f i n d  t h a t  u n i t  wage 
c o s t s  a r e  r e l a t i v e l y  cheape r  t h a n  t h e y  have e v e r  been i n  t h e  pos twar  
p e r i o d  a t  t h i s  s t a g e  o f  t h e  c y c l e .  And I t h i n k  t h a t ’ s  one o f  t h e  
r e a s o n s  why we a r e  s e e i n g  a l o t  o f  s u b s t i t u t i o n  toward t h e  employment 
s i d e ,  d e s p i t e  some of t h e  advan tages  t o  c a p i t a l  pu rchases  
[ u n i n t e l l i g i b l e ] ,  e s p e c i a l l y  i n  t h e  equipment a r e a .  One of  t h e s e  days 

we a r e  going  t o  s e e  all t h e s e  computer pu rchases  show up i n  
p r o d u c t i v i t y ,  I hope .  

CHAIRMAN VOLCKER. I ’ m  w a i t i n g - - w i t h i n  t h e  F e d e r a l  Rese rve .  

MR. J O H N S O N .  But s t i l l ,  I ’ m  f a i r l y  o p t i m i s t i c .  We a r e  on ly  
a t  abou t  80 p e r c e n t  i n d u s t r i a l  c a p a c i t y ,  and I t h i n k  w e  s t i l l  have a 
ways t o  go b e f o r e  we s e e  t h a t  f u l l  employment unemployment r a t e  
p r e s s u r e  s e t  i n .  I d o n ’ t  know how f a r  t h a t  i s  because  I have no i d e a  
what t h e  f u l l  employment unemployment r a t e  r e a l l y  i s .  But i t ’ s  ha rd  
t o  match up 80 p e r c e n t  i n d u s t r i a l  c a p a c i t y  w i t h  6 . 7  p e r c e n t  
unemployment and s a y  t h a t  we a r e  t h e r e .  I t  j u s t  d o e s n ’ t  l o o k  l i k e  it 
t o  me, compared t o  a n y t h i n g  I have s e e n  i n  t h e  p a s t .  S o ,  I t h i n k  we 
have a f a i r l y  p romis ing  y e a r  ahead b u t  I do worry about  t h e  d o l l a r  
s i t u a t i o n .  Most o f  t h e  e f f e c t s  o f  t h a t  p robab ly  a r e  go ing  t o  show up 
i n  1987 and I t h i n k  we r e a l l y  have t o  watch t h a t  s i t u a t i o n  c a r e f u l l y  
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and [de te rmine ]  what t h e  l a g s  l o o k  l i k e  i n  t e rms  of  commodity p r i c e s  
and how t h a t  f i l t e r s  a l l  t h e  way i n t o  o t h e r  p r o d u c t i o n  p r i c e s .  

CHAIRMAN VOLCKER. Mr. Guffey .  

M R .  GUFFEY. M r .  Chairman. v e r y  b r i e f l y  I want t o  s a y  t h a t  my
f o r e c a s t  i s  v e r y  s i m i l a r  t o  t h e  s t a f f  f o r e c a s t ,  d e v i a t i n g  m a r g i n a l l y
w i t h  r e s p e c t  t o  t h e  p r o j e c t i o n  f o r  p r i c e s :  o u r  p r o j e c t i o n  i s  a b i t  
lower  t h a n  t h e  s t a f f ’ s .  P i c k i n g  up on what Governor Johnson h a s  j u s t
n o t e d .  I t h i n k  t h e r e  w i l l  be a g r e a t e r  impact  on p r i c e s  coming from 
t h e  d e c r e a s e  i n  t h e  o i l  p r i c e  t h a n  t h e r e  w i l l  be f rom t h e  e f f e c t s  of 
t h e  d o l l a r ,  and I t h i n k  t h e  d o l l a r  e f f e c t s  w i l l  [ beg in  t o ]  show up 
l a t e r  i n  1 9 8 6  and have a g r e a t e r  impact  i n  1 9 8 7 .  T h e r e f o r e ,  I would 
look  f o r  i n f l a t i o n  t o  be  somewhat lower t h a n  t h e  s t a f f  f o r e c a s t .  

With r e s p e c t  t o  t h e  Tenth D i s t r i c t ,  I am d e l i g h t e d  t o  h e a r  
t h a t  t h e r e  i s  some b r i g h t n e s s  b e i n g  e x h i b i t e d  i n  t h e  Nin th  D i s t r i c t .  
Maybe it w i l l  f l ow w i t h  t h e  c o l d  a i r  down a c r o s s  o u r  p a r t  of c o u n t r y !  

CHAIRMAN VOLCKER. Did you f i n d  a copper  mine i n  Colorado? 

MR. GUFFEY. We have s e v e r a l  copper  mines :  I am a f r a i d  t h e  
Nin th  D i s t r i c t  may have a jump on u s .  T a l k i n g  t o  peop le  i n  t h e  urban  
a r e a s  o f  t h e  Tenth  D i s t r i c t  a f t e r  Chr i s tmas ,  I would c h a r a c t e r i z e  t h e  
o u t l o o k  a s  f a i r l y  o p t i m i s t i c  because  of a f a i r l y  good Chr i s tmas  
s e a s o n ,  though r e t a i l  s a l e s  were up o n l y  modes t ly  on a y e a r - o v e r - y e a r
b a s i s .  Second ly ,  t h roughou t  our  D i s t r i c t  t h e  month o f  J anua ry  has  
been v e r y  warm and a s  a r e s u l t  t h a t  i n c r e a s e d  t h e  opt imism,  I guess .
of  v i r t u a l l y  everybody.  But o u t s i d e  o f  t h e  urban  a r e a s  t h e  major  
a c t i v i t i e s  a r e  a g r i c u l t u r e ,  min ing ,  e n e r g y ,  and a v i a t i o n  i n d u s t r y  and 
v e r y  l i t t l e  h a s  changed e x c e p t  f o r  lower  a s s e t  p r i c e s  w i t h  r e s p e c t  t o  
t h e  a g r i c u l t u r a l  s e c t o r ,  f o r  example.  There  have been some new o r d e r s  
i n  a v i a t i o n  t h a t  shou ld  have some p o s i t i v e  impact  on  t h e  Tenth  
D i s t r i c t ,  b u t  n o t  a g r e a t  d e a l .  S o ,  I d o n ’ t  s e e  any r e a l  change from 
t h a t  v e r y  low l e v e l .  There i s  v e r y  l i t t l e  opt imism o u t s i d e  t h e  urban  
a r e a s ,  and I am n o t  s u r e  t h a t  t h e  Tenth  D i s t r i c t  i s  going  t o  s h a r e  i n  
t h i s  n i c e  f o r e c a s t  o f  3 t o  4 p e r c e n t  growth t h a t  t h e  n a t i o n  may e n j o y
i n  1 9 8 6 .  I w i l l  j u s t  make one o b s e r v a t i o n  w i t h  r e s p e c t  t o  t h e  energy
s i t u a t i o n  and how it may impact  my D i s t r i c t .  Energy i s  made up i n  t h e  
D i s t r i c t  n o t  o n l y  of  pe t ro l eum c rude  b u t  a l s o  n a t u r a l  gas  and c o a l .  
N a t u r a l  gas  p r i c e s  have n o t  r e a c t e d  t o  t h e  [drop  in1  c rude  p r i c e s :
c o a l  i s  i n  l e s s  demand and pe rhaps  ove r  t i m e  w i l l  be  f a i r l y  s e v e r e l y
impacted .  But o v e r a l l ,  I t h i n k  t h e r e  w i l l  be  less  of a n  impact  i n  t h e  
D i s t r i c t  j u s t  f rom a r e d u c t i o n  i n  c rude  p r i c e s  s imply  because  of t h e  
v a r i o u s  k i n d s  o f  energy  r e s o u r c e s  t h a t  a r e  found t h e r e .  

CHAIRMAN VOLCKER. Were c o a l  p r i c e s  down e a r l i e r ?  Has t h e r e  
been any downward movement i n  c o a l  p r i c e s ?  

MR. GUFFEY. Yes. A s  a m a t t e r  of  f a c t ,  one o r  two of t h o s e  
open p i t  mines up i n  Wyoming a c t u a l l y  c l o s e d  because  of [ f a l l i n g ]  
demand. There  i s  one b e i n g  opened momentar i ly ,  b u t  t h e y  d o n ’ t  t h i n k  
t h e y  can  go on i n t o  p r o d u c t i o n .  

CHAIRMAN VOLCKER. I am o u t  of [names on] my l i s t  h e r e .  
There  a r e  a few peop le  who h a v e n ’ t  commented. We shou ld  f i n i s h  up 
t h i s  d i s c u s s i o n  t h i s  even ing  and t h e n  s t a r t  a f r e s h  i n  t h e  morning w i t h  
everybody hav ing  made some i n i t i a l  comments. If Governors  A n g e l l ,  
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R i c e ,  S e g e r ,  o r  M r .  Melzer  want t o  s a y  a n y t h i n g ,  t h i s  i s  your  chance 
o r  f o r e v e r  h o l d  your  peace  u n t i l  tomorrow. 

MR. R I C E .  I w i l l  j u s t  s a y  t h a t  I go a l o n g  w i t h  t h e  s t a f f  
f o r e c a s t  w i t h  a l l  t h e  c a v e a t s  and u n c e r t a i n t i e s .  Accord ing ly ,  I am 
r a i s i n g  my f o r e c a s t  f o r  r e a l  GNP by 1 / 4  of one p e r c e n t  and I am 
lower ing  my p r i c e  number by 0 . 1  of one p e r c e n t .  

CHAIRMAN VOLCKER. My word, 3 . 9  p e r c e n t !  Governor S e g e r .  

MS. SEGER. One n i c e  t h i n g  abou t  b e i n g  l a s t  i s  t h a t  s o  much 
of what I was t h i n k i n g  h a s  a l r e a d y  been s t a t e d :  b u t  I w i l l  j u s t  make a 
coup le  o f  p o i n t s .  One i s  t h a t  my f o r e c a s t  f o r  t h i s  y e a r ’ s  r e a l  GNP 
growth i s  a t o u c h  below t h e  s t a f f ’ s .  The main r e a s o n  i s  t h a t ,  
a l t h o u g h  I would l i k e  t o  s e e  e x p o r t s  respond v e r y  r a p i d l y  t o  t h e  
d e t e r i o r a t i n g  d o l l a r ,  I am n o t  convinced t h a t  t h e y  w i l l .  A l s o ,  I 
would l i k e  t o  t h i n k  t h a t  i m p o r t s  would respond n e g a t i v e l y  t o  t h e  
d e t e r i o r a t i n g  d o l l a r  b u t ,  u n f o r t u n a t e l y ,  I am n o t  convinced  t h a t  t h a t  
i s  go ing  t o  happen e i t h e r .  S o ,  I d o n ’ t  t h i n k  t h a t  w e  a r e  go ing  t o  
have n e t  e x p o r t s  c o n t r i b u t e  a s  much t h i s  y e a r  a s  o u r  s t a f f  numbers 
s u g g e s t .  A l s o ,  I am a l i t t l e  more n e g a t i v e  abou t  p l a n t  and equipment 
s p e n d i n g .  I am concerned  t h a t  q u e s t i o n s  abou t  t a x  re form and what the  
p r o p o s a l s  w i l l  do t o  b u s i n e s s  t a x  b i l l s  w i l l  d i s c o u r a g e  a l o t  o f  
i nves tmen t  of t h a t  t y p e :  a s  l o n g  a s  t h o s e  p r o p o s a l s  a r e  o u t  t h e r e  and 
a s  l o n g  a s  t h e y  l o o k  a s  n e g a t i v e  a s  t h e y  d o ,  t h a t ’ s  go ing  t o  happen.  
S o ,  t h o s e  a r e  t h e  cwo p l a c e s  where my numbers d e v i a t e  from t h e  
s t a f f ’ s .  On t h e  i n f l a t i o n  s i d e ,  I am a l i t t l e  more encouraged abou t  
t h e  impact  o f  t h e  d e t e r i o r a t i n g  d o l l a r  on i n f l a t i o n .  I j u s t  d o n ’ t  s e e  
t h e s e  h i g h e r  p r i c e s  b e i n g  passed  th rough  q u i c k l y .  I am v e r y  convinced 
t h a t  t h e  f o r e i g n  c o m p e t i t i o n ,  hav ing  g o t t e n  t h e i r  t o e  o r  f o o t  o r  whole 
body i n  t h i s  m a r k e t ,  r a t h e r  l o v e  it h e r e ,  and I t h i n k  t h a t  t h e y  a r e  
go ing  t o  want t o  m a i n t a i n  market  s h a r e  and a r e  n o t  go ing  t o  do 
themse lves  i n  th rough  h a s t y  p r i c e  a d j u s t m e n t s .  T h a t ’ s  what my s e n s e  
t e l l s  me: I hope i t ’ s  n o t  j u s t  w i s h f u l  t h i n k i n g .  

CKAIRMAN VOLCKER. Whether you a r e  go ing  t o  be  l a s t ,  I g u e s s ,  
depends upon Governor A n g e l l .  

MR. ANGELL. I h e s i t a t e  t o  make Governor S e g e r  i n c o r r e c t  on 
t h a t  p o i n t .  I f e e l  a s  i f  I am t h e  boy from t h e  f a rm.  A f t e r  l i s t e n i n g  
t o  a l l  of t h e s e  b i g  c i t y  r e p o r t s ,  it makes m e  aware of  t h e  f a c t  t h a t  
p l a c e s  l i k e  Bos ton ,  S t .  L o u i s ,  and even Minneapol i s  a r e  b i g  p l a c e s
when you come from t h e  fa rm.  There  i s  a d i f f e r e n t  p e r s p e c t i v e  i n  t h e  
r u r a l  a r e a s  t h a t  [ s tems from] t h e  immediate emot iona l  impact  o f  a l l  
t h a t  h a s  happened and c o n t i n u e s  t o  happen. Those f o r c e s  t e n d  t o  
a f f e c t  p e o p l e ’ s  w i l l i n g n e s s  t o  t a k e  on d e b t  because  t h e  e n t r e p r e n e u r s  
a l l  have run  f o r  cove r  and b e s i d e s  t h a t  t h e  l e n d e r s  d o n ’ t  want t o  
l e n d .  So a r e a l l y  d i f f e r e n t  mix i s  o c c u r r i n g  and I suppose t h a t  g i v e s  
a d i f f e r e n t  p e r s p e c t i v e .  However, I must admit  t h a t  I have been v e r y  
impressed  by J i m  K i c h l i n e  and Mike P r e l l  and t h e i r  s t a f f  and t h e  
r e p o r t s  t h e y  gave .  Looking a t  my f o r e c a s t  and comparing i t  t o  t h e i r s ,  
I come back w i t h  a q u e s t i o n  t h a t  I want t o  be  s u r e  t h a t  I am r i g h t  on 
b e f o r e  I p roceed .  J i m ,  I unde r s t and  t h a t  your  p r o j e c t i o n  h a s  b u i l t  
i n t o  i t  a d e c l i n e  i n  i n t e r e s t  r a t e s  o v e r  t h e  y e a r  o f  w h a t - - 7 5  b a s i s  
p o i n t s ?  

MR. KICKLINE.  T h a t ’ s  abou t  r i g h t .  Our t h o u g h t  was t h a t  t h e  
b i l l  r a t e  w i l l  g e t  i n t o  t h e  a r e a  of 7 p e r c e n t ,  w i t h  t h e  funds  r a t e  
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d r i f t i n g  down t o  about  7 p e r c e n t .  But heaven knows what w i l l  r e a l l y  
happen on t h e  funds  r a t e .  

MR. ANGELL. With t h a t  k ind  of  p r o j e c t i o n  on i n t e r e s t  r a t e s ,  
t h e n ,  I guess  my f o r e c a s t  wouldn’ t  be  s o  d i f f e r e n t  from y o u r s .  I must 
admit  t h a t  I made my f o r e c a s t  based  upon a c o n t i n u a t i o n  of t h e  p r e s e n t
l e v e l  of i n t e r e s t  r a t e s .  If w e  g e t  t h a t  k ind  of movement i n  i n t e r e s t  
r a t e s ,  t h e  t i m i n g  of t h a t  c e r t a i n l y  would have someth ing  t o  do w i t h  
what t h e  f o r e c a s t  might  b e .  I admit  t o  hav ing  p robab ly  t h e  lowes t  
i n f l a t i o n  p r e d i c t i o n  of anyone h e r e :  I ’ l l  c l a i m  t h e  2 - 1 1 2  p e r c e n t
i n f l a t i o n  number. I d o n ’ t  mind do ing  t h a t  because  I ’ v e  been around 
economis ts  f o r  some t i m e  and t h e y  a l l  t o l d  m e  how i n f l a t i o n  was go ing  
t o  b e  h i g h e r  t h a n  it t u r n e d  o u t  t o  be :  s o  I d o n ’ t  mind hav ing  been on 
t h e  r i g h t  s i d e  of  t h i s  i s s u e  f o r  t h e  l a s t  f i v e  y e a r s  and c o n t i n u i n g  t o  
be on t h a t  same s i d e .  

I t h i n k  Governor Seger  i s  c o r r e c t  i n  a n a l y z i n g  t h e  f o r e i g n  
s e c t o r  i n  r e g a r d  t o  t h e  c o m p e t i t i v e  l e v e l  t h e r e .  T h e i r  economies a r e  
v e r y  p r i c e  and wage f l e x i b l e  and ,  c o n s e q u e n t l y ,  t h e y  a r e  go ing  t o  t a k e  
t h e  s t e p s  n e c e s s a r y  t o  c o n t i n u e ,  o r  maybe t o  add t o ,  t h e i r  p o s i t i o n  i n  
o u r  m a r k e t s .  But t h e  impact  of t h e  d e f l a t i o n a r y  environment  i s  
c e r t a i n l y  t h e r e ,  and I j u s t  d o n ’ t  s e e  any s i g n s  of any change i n  
i n f l a t i o n  psychology.  Now, I s e e  t h e  e x p e c t a t i o n s  t h e r e :  b u t  if t h e  
i n f l a t i o n  e x p e c t a t i o n  remains above t h e  a c t u a l  r a t e  o f  i n f l a t i o n  it 
seems t o  me t h a t  w e  a r e  go ing  t o  see t h a t  i n  such  a r e a s  a s  
i n v e n t o r i e s .  The f o r e c a s t  of  t h e  i n v e n t o r y  accumula t ion  t h a t  might 
occur  i s  n o t  go ing  t o  be v e r y  p l a u s i b l e  i f  t h e  a c t u a l  r a t e  of 
i n f l a t i o n  i s  lower  t h a n  t h e  a n t i c i p a t e d  r a t e .  I n  t h e  a r e a  of  o i l s  and 
chemica l s  and farm p r o d u c t s ,  it seems t o  me t h a t  w i t h  t h e  d e c l i n i n g
p r i c e  s c e n a r i o  one would want t o  h o l d  fewer  i n v e n t o r i e s ,  n o t  more 
i n v e n t o r i e s .  So I have some q u e s t i o n s  i n  t h a t  r e g a r d .  

I am a l s o  somewhat h e s i t a n t  t o  b e l i e v e  t h a t  equipment i s  
going  t o  do a s  w e l l  i n  t h i s  k ind  of environment  a s  some might  e x p e c t ,  
b u t  t h a t  might  be  i n f l u e n c e d  i n  p a r t  by my own p e r s p e c t i v e  i n  r e g a r d  
t o  equipment  i n  t h e  farm s e c t o r .  I d o n ’ t  know when John Deere h a s  
t h e i r  wage n e g o t i a t i o n s ,  b u t  t h e y  p robab ly  c o i n c i d e  w i t h  t h e  a u t o  
i n d u s t r y  and it seems t o  m e  t h a t  t h e y  a r e  a l o n g  way from r e - e n t e r i n g
t h a t  m a r k e t .  My l a s t  comment i s  i n  r e g a r d  t o  t h e  n a t u r a l  r a t e  of 
unemployment. I d o n ’ t  know what it i s ,  by t h e  way: b u t  whatever  it 
i s ,  it seems t o  me t h a t  i t ’ s  f a l l i n g  f a s t e r  t h a n  unemployment i s  
f a l l i n g .  I n  f a c t .  i t  may be  d ragg ing  t h e  unemployment r a t e  down s o  
t h a t  any margins  t h a t  we had a r e  s t i l l  t h e r e .  I do n o t  s e e  any wage
n e g o t i a t i o n s  t h a t  i n d i c a t e  we a r e  g e t t i n g  c l o s e r  t o  t h e  n a t u r a l  r a t e  
of  unemployment t h a n  w e  were.  

MR. MELZER. F i r s t  o f  a l l .  I would s a y  t h a t  on t h e  r e a l  s i d e  
I t e n d  t o  be  among t h e  more [ u n i n t e l l i g i b l e 1  camp. I t h i n k  monetary
p o l i c y  was g e n e r a l l y  s t i m u l a t i v e  l a s t  y e a r ,  s o  w e  a r e  coming i n t o  t h i s  
y e a r  w i t h  a good d e a l  of  momentum i n  t e rms  o f  employment g a i n s  and 
how t h a t  w i l l  s p i l l  t h r o u g h  t o  income and r e t a i l  s a l e s  and s o  f o r t h .  
On t h e  i n f l a t i o n  f r o n t .  I would be  among t h o s e  who a r e  somewhat more 
concerned about  i t .  I am concerned abou t  t h e  change i n  psychology
toward t h e  d o l l a r  t h a t  was r e f e r r e d  t o  e a r l i e r  and what t h e  impac t s  of  
t h a t  a r e  go ing  t o  be  o v e r  t h e  c o u r s e  o f  t h e  y e a r .  I a l s o  r e a c t  t o  t h e  
f a c t  t h a t  we have r e c o r d  employment l e v e l s  and we have t h i s  q u e s t i o n
of  what t h e  n a t u r a l  r a t e  o f  unemployment i s .  I n  some a r e a s ,  f i n a n c i a l  
s e r v i c e s  i n  p a r t i c u l a r .  w e  a r e  go ing  t o  s e e  p r e t t y  h e f t y  wage 



2111-12/86 ~ 25 

i n c r e a s e s .  F o r  example,  one e x e c u t i v e  o f  a l a r g e  i n s u r a n c e  company 
mentioned t o  me t h a t  t h e y  a r e  look ing  a t  6 t o  7 p e r c e n t  wage i n c r e a s e s  
i n  t h e  coming y e a r .  B a s i c a l l y ,  I guess  I am a t  t h e  ex t remes  i n  bo th  
camps. I t h i n k  we w i l l  have a p r e t t y  good y e a r  on t h e  r e a l  s i d e  b u t  I 
am conce r red  about  t h e  r a t e  o f  i n f l a t i o n  we could  be  look ing  a t .  
Apart  frorr some of t h e  e f f e c t s  of o i l  and so  f o r t h ,  I t h i n k  t h e  
behav io r  c f  some of t h e s e  o t h e r  i n d i c e s  i s  something t h a t  ought t o  be 
watched.  There a r e  some s p e c i a l  e f f e c t s  i n  te rms  o f  food p r i c e s  i n  
t h e r e ,  b u t  we s e e  t h i s  EconQmiSt index  h a s  s h i f t e d  a s  w e l l .  

CHAIRMAN VOLCKER. Wel l ,  I t h i n k  we a r e  a t  t h e  end of t o d a y ’ s  
agenda.  Let  me g i v e  you some m a t e r i a l s  t h a t  w i l l  be  p r e s e n t e d  t o  t h e  
Board on Gram-Rudman. if you would l i k e  them. I t ’ l l  come up a t  lunch  
tomorrow. We w i l l  have some d i s c u s s i o n  t h e r e  b u t  it h a s  t o  be  a 
d i s c u s s i o n  no t  l e a d i n g  t o  a d e c i s i o n .  I d o n ’ t  know how we w i l l  manage 
t h a t  b u t  we w i l l  no t  be i n  t h e  s u n s h i n e  and w e  w i l l  manage i t  somehow. 
This  Open Market Committee meet ing  i s  o v e r - - n o t  o v e r ,  i n  suspense .  We 
have t h e  meet ing  scheduled  t o  s t a r t  a t  9:30 a.m. tomorrow morning.  I t  
might be a l i t t l e  s a f e r  i f  w e  moved it up a b i t ,  if t h a t  d o e s n ’ t  
b o t h e r  anybody. Do you want t o  move it up a t  l e a s t  t o  9:15 a.m. o r  t o  
9 : 0 0  a . m . ?  Does everybody want t o  move it up t o  9 : 0 0  a . m . ?  A l l  
r i g h t ,  we w i l l  move it up t o  9:00 a.m.  

[Meeting r e c e s s e d ]  
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Februa ry  1 2 ,  1986--Morning S e s s i o n  

MR. A X I L R O D .  [ S t a t e m e n t - - s e e  Appendix.]  

CHAIRMAN VOLCKER. One s m a l l  p o i n t  of  c l a r i f i c a t i o n ,  M r .  
A x i l r o d .  You r e f e r r e d  on a number of o c c a s i o n s  t o  " f u r t h e r "  d e c l i n e s  
i n  t h e  p r i c e  of  o i l .  I d o n ' t  know what you a r e  l o o k i n g  a t  i n  t e rms  of 
" f u r t h e r "  d e c l i n e s  a s  opposed t o  d e c l i n e s  t h a t  have a l r e a d y  t a k e n  
p l a c e .  

MR. A X I L R O D .  Wel l ,  a s  you know, we have a $20 pe r  b a r r e l  
impor ted  o i l  p r i c e .  The s p o t  p r i c e  v a r i e s  b u t  it h a s  been  around 
$16.75 o r  $16 .60  r e c e n t l y .  I was assuming a l i t t l e  f u r t h e r  d e c l i n e  
from t h a t  s p o t  p r i c e  and t h e  s p o t  p r i c e  i t s e l f  g e t t i n g  r e f l e c t e d  
f i n a l l y  i n t o  t h e  impor ted  p r i c e  of o i l .  S o ,  I was t h i n k i n g  [of a 
d e c l i n e  o f ]  $ 4  o r  $5 more on t h e  impor ted  p r i c e  of  o i l .  

CHAIRMAN VOLCKER. I f  t h e r e  were a f u r t h e r  d e c l i n e  i n  t h e  
impor ted  p r i c e  o f  o i l ,  t h a t  would be a r e a s o n a b l y  s a f e  b e t  I would 
s a y .  

MR.  R I C E .  M r .  Chairman, cou ld  I j u s t  a s k  Mr. Ax i l rod  if he 
t h i n k s  t h a t  a l t e r n a t i v e  I would be  c o n s i s t e n t  w i t h  an e x p e c t a t i o n  t h a t  
t h e r e  i s  no t h r e a t  of s low [ M l ]  growth i n  t h e  f i r s t  h a l f  o f  t h i s  y e a r
b u t  t h e r e  i s  some danger  o f  s low growth i n  t h e  second h a l f  o f  t h e  
y e a r ?  

MR. A X I L R O D .  I t h i n k  s o ,  depending  on how s low a growth you
a n t i c i p a t e  i n  t h e  second h a l f .  We might  b e g i n  t o  g e t  r e l a t i v e l y  r a p i d  
M 1  growth if i n t e r e s t  r a t e s  were t o  d e c l i n e  s u b s t a n t i a l l y  i n  t h e  
second h a l f  and t h a t  would b e g i n  p r e s s i n g  t h e  upper  end of t h i s  range  
more,  u n l e s s  it was widened a l i t t l e .  G e n e r a l l y  t h e  answer would be  
y e s ,  b u t  i t  depends a l i t t l e  on t h e  p a t t e r n  o f  r a t e s  one e x p e c t s  t o  be 
c o n s i s t e n t  w i t h  t h a t  k ind  of  p r o j e c t i o n .  

CHAIRMAN VOLCKER. Le t  me make t w o  s m a l l  o b s e r v a t i o n s  and s e e  
whether  t h e y  w i l l  command s u p p o r t .  F i r s t  of a l l ,  you have v e r y  s m a l l  
changes between a l l  your  a l t e r n a t i v e s  h e r e .  I t ' s  ha rd  f o r  me t o  s e e  
t h e  s i g n i f i c a n c e  o f  t h e s e  changes o t h e r  t h a n  p i c t o r i a l l y  and 
p s y c h o l o g i c a l l y .  T h e r e f o r e ,  I d o n ' t  t h i n k  any o f  t h e s e  n e c e s s a r i l y
imply one t h i n g  o r  a n o t h e r  i n  terms o f  v e r y  c u r r e n t  p o l i c y .  The o t h e r  
o b s e r v a t i o n  i s  t h a t  your  changes  a r e  a lmost  minute  on t h e  M2 and M3 
c a t e g o r i e s  and t h e r e  i s  n o t h i n g  t h a t  s a y s  t h e  Committee h a s  t o  be 
bound w i t h i n  t h e  bands of  your  h y p o t h e t i c a l  examples h e r e .  But j u s t
i n  t h e  i n t e r e s t  of  perhaps  s l i g h t l y  s i m p l i f y i n g  our  d i s c u s s i o n  I want 
t o  a s k  a g e n e r a l  q u e s t i o n .  Are t h e r e  r e a l l y  s i g n i f i c a n t  q u e s t i o n s  
among members of t h e  Committee abou t  t h e  M2 and M3 t e n t a t i v e  r a n g e s ?  
Obv ious ly ,  I t h i n k ,  t h e r e  w i l l  be q u e s t i o n s  on what weight  t o  put  on 
M 1  and what t h e  M 1  r ange  s h o u l d  b e .  Is t h a t  a l l  we have t o  
c o n c e n t r a t e  on t h i s  morning a t  t h i s  s t a g e ?  I d o n ' t  want t o  f o r b i d  
anybody from t a l k i n g  about  M2 o r  M3 if any of you r e a l l y  want t o ,  b u t  
I j u s t  t h o u g h t  i n  making comments, peop le  d o n ' t  have t o  make a p o i n t
abou t  M 2  o r  M3 and d o n ' t  have t o  keep r e p e a t i n g  t h e i r  r a n g e s  u n l e s s  
t h e r e  i s  r e a l l y  a d i s a g r e e m e n t .  I t  seems t o  me h a r d l y  wor thwhi le  t o  
h o r s e  around w i t h  a h a l f  p e r c e n t a g e  p o i n t  on t h o s e  r a n g e s ,  u n l e s s  
somebody h a s  a b i g g e r  concern  about  t h a t .  
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M S .  SEGER. If w e  a r e  o f f  on v e l o c i t y  a s  we were l a s t  y e a r ,  
shou ld  we have [ h i g h e r ]  r anges  f o r  a l l  of them--Ml,  M2 and M3--to 
a l l o w  f o r  t h a t ?  

CHAIRMAN VOLCKER. Wel l ,  t h a t ’ s  a q u e s t i o n  you can  r a i s e .  Of 
c o u r s e ,  we were w i t h i n  t h e  r a n g e s ,  s o  v e l o c i t y  d i d n ’ t  l ook  bad l a s t  
y e a r .  

MS. SEGER. Wel l ,  we were i n  f o r  M3 and we j u s t  b a r e l y  go t  i n  
f o r  M2,  d i d n ’ t  we, by t h e  end of  t h e  y e a r ?  

CHAIRMAN VOLCKER. I t  depended on whether  you were u s i n g  t h e  
p a r a l l e l  l i n e  o r  t h e  cone .  We were p r e t t y  much i n  t h e  range  a l l  t h e  
t i m e  u s i n g  t h e  p a r a l l e l  l i n e s .  O f  c o u r s e ,  it was toward t h e  upper  
end:  t h e r e ’ s  no q u e s t i o n  abou t  t h a t .  Well .  I c o u l d n ’ t  i f  I wanted t o ,  
b u t  I d o n ’ t  want t o  [ u n i n t e l l i g i b l e ]  n o t  d i s c u s s  t h e  wider  a g g r e g a t e s .  
But t h e  p r i n c i p a l  c o n c e r n ,  I s u s p e c t .  i s  on t h e  weight  t o  be  g iven  t o  
M 1  and on t h e  r anges  f o r  M 1 .  Perhaps  w e  cou ld  c o n c e n t r a t e  more on 
t h a t ,  anyway. Does anybody want t o  s a y  a n y t h i n g ?  

MR. M A R T I N .  I would s u p p o r t  t h a t  v iew,  Mr. Chairman. I t  
seems t o  me t h a t  o u r  e x p e r i e n c e  l a s t  y e a r  u s i n g  t h e  p a r a l l e l  l i n e s  
t h a t  you a l l u d e d  t o ,  a s  w e l l  a s  t h e  v a r i o u s  p r o j e c t i o n s ,  a r e  consonant  
w i t h  M2 and M3 ranges  of  6 t o  9 p e r c e n t ,  even .  On a p ragmat i c  b a s i s ,  
I d o n ’ t  t h i n k  t h e r e ’ s  a b i g  argument t o  go t o  6 t o  10  p e r c e n t  o r  
someth ing  l i k e  t h a t .  M 1  i s  d i f f e r e n t .  

CHAIRMAN VOLCKER. W e l l ,  why d o n ’ t  w e  p roceed  and t a l k  abou t  
M 1 :  b u t  i f  anybody wants  t o  make some [ u n i n t e l l i g i b l e ]  comments about  
M 2  and M3, o b v i o u s l y ,  you a r e  f r e e  t o  do s o .  What do we do w i t h  M 1  
n e x t  y e a r ?  

MR. M O R R I S .  I have had a p r o p o s a l  f o r  a number of  y e a r s  
about  t h a t :  [ I  would g e t  r i d  o f  t h e  M 1  r a n g e ] .  I t h i n k  it has  been a 
b i t  embar ra s s ing  t h a t  i n  t h r e e  of t h e  p a s t  f o u r  y e a r s  we have n o t  been 
a b l e  t o  s e t  a r a n g e  f o r  M 1  t h a t  i s  compa t ib l e  w i t h  a r e a s o n a b l e  
nominal GNP outcome. That  d o e s n ’ t  seem t o  have h u r t  o u r  c r e d i b i l i t y
i n  t h e  m a r k e t p l a c e  t o o  much: b u t  t h e  f a c t  i s  t h a t  we keep on s e t t i n g  
t a r g e t s  t h a t  w e  d o n ’ t  meet .  And I t h i n k  l a s t  y e a r  was p a r t i c u l a r l y
d i f f i c u l t  because  we r ebased  i n  t h e  middle  o f  t h e  y e a r  and t h e n  we 
s t i l l  c o u l d n ’ t  b r i n g  M 1  w i t h i n  t h e  r a n g e .  Now, i t  may w e l l  be t h a t  M 1  
i s  go ing  t o  be  w e l l  behaved i n  1986 and t h a t  we can  g e t  t h rough  t h e  
y e a r  and be w i t h i n  one of t h e s e  r a n g e s :  b u t  I d o n ’ t  have any 
conf idence  t h a t  we  can be s u r e  o f  t h a t .  The o t h e r  t h i n g  I would g e t
r i d  of i s  t h e  d e b t  measure ,  b u t  f o r  a d i f f e r e n t  r e a s o n .  I t h i n k  i t  i s  
p r e t t y  c l e a r  now t h a t  if w e  a r e  go ing  t o  u s e  a d e b t  measure ,  we b e t t e r  
have some a d j u s t m e n t s  t o  e l i m i n a t e  d e b t  t h a t  i s  c l e a r l y  n o t  r e l a t e d  t o  
economic a c t i v i t y - - t h a t  i s ,  t h e  s u b s t i t u t i o n  of  d e b t  f o r  e q u i t y  which 
has  been v e r y  b i g  i n  t h e  l a s t  coup le  of y e a r s .  There  i s  t h i s  p r a c t i c e  
by s t a t e  and l o c a l  governments of  p u t t i n g  o u t  d e b t  and i n v e s t i n g  t h e  
p roceeds  i n  government s e c u r i t i e s ;  w e  count  b o t h  o f  t h o s e .  I t  seems 
t o  me t h a t  i f  we a r e  go ing  t o  u s e  d e b t ,  it h a s  t o  be  an a d j u s t e d  d e b t  
concep t  t o  t a k e  accoun t  o f  these  t h i n g s .  If w e  c a n ’ t  make t h a t  
a d j u s t m e n t .  I t h i n k  w e  ought  t o  drop  t h e  d e b t  a g g r e g a t e .  So  I would 
p r o p o s e ,  M r .  Chairman, t h a t  we s e t  a range  o f  6 - 1 1 2  t o  9 - 1 / 2  p e r c e n t
f o r  M2,  M3 and t o t a l  l i q u i d  a s s e t s .  

CHAIRMAN VOLCKER. You a r e  go ing  [ u n i n t e l l i g i b l e ]  t h e  M Z ?  
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MR. M O R R I S .  I am a l i t t l e  concerned about  our  p r a c t i c e  o f  
c o n t i n u a l l y  p i c k i n g  upper  l i m i t s  w i t h  t h e  e x p e c t a t i o n  t h a t  t h a t ’ s  
where we a r e  go ing  t o  end up.  I t  seems t o  me t h a t  it would be prudent  
t o  have a l i t t l e  marg in ,  and i f  we s a y  6 - 1 / 2  t o  9 - 1 / 2  p e r c e n t  f o r  
t h e s e  t h r e e  measures  I d o n ’ t  t h i n k  we would g e t  any n e g a t i v e  feedback  
from t h e  m a r k e t p l a c e .  

CHAIRMAN VOLCKER. T h i s  i s  n o t  where we would expec t  t o  end 
up t h i s  y e a r ,  i s  it Mr. A x i l r o d ?  Your p r o j e c t i o n  d o e s n ’ t  p u t  us a t  
t h e  t o p  o f  t h e  M2 and M3 r a n g e s ,  does i t ?  

MR. AXILROD. Yes, f o r  d e b t  w e  would be  p r o j e c t i n g -

CHAIRMAN VOLCKER. I am n o t  t a l k i n g  about  t h e  d e b t - - [ j u s t 1  M 2  
and M3. 

MR. A X I L R O D .  No. For M2 and M3 we a r e  v e r y  c l o s e  t o  t h e  
middle  of  t h e  r a n g e s .  

MR. MARTIN.  B u t  it does f o r  M 1 ,  r i g h t ?  7 p e r c e n t ?  

MR. A X I L R O D .  Yes.  Our f o r e c a s t  f o r  M 1  i s  between 6-112 and 
7 p e r c e n t .  J i m  s a y s  n e a r  7 p e r c e n t .  I n  t h e  model we r e l y  on m o s t  it 
i s  l i t e r a l l y  6 . 8  p e r c e n t .  We have o t h e r s  t h a t  a r e  a l i t t l e  lower and 
one t h a t  i s  h i g h e r .  

CHAIRMAN VOLCKER. But M2 and M3 a r e  n o t  expec ted  t o  be s o  
n e a r  [ t h e  upper  l i m i t s ] .  

MR. MORRIS. I d o n ’ t  t h i n k  t h e  h a l f  p e r c e n t a g e  p o i n t  i s  
[ c r i t i c a l ] :  6 t o  9 p e r c e n t  would p robab ly  work o u t  a l l  r i g h t .  I j u s t
l i k e  t h e  i d e a  o f  hav ing  a l i t t l e  e x t r a  marg in .  

CHAIRMAN VOLCKER. W e ’ l l  g e t  t h e  r e b u t t a l  from Mr. B lack .  

MR. BLACK. What l e d  you t o  t h a t  c o n c l u s i o n ?  I do t h i n k  i t ’ s  
good a t  t h e  t i m e  we s e t  t h e s e  l o n g - r u n  t a r g e t s  t o  t a k e  a l o n g e r - r u n
l o o k  a t  t h i s  and t h e  r e a s o n s  we a r e  s e t t i n g  t h e s e  r a n g e s .  We have 
been a t  it now f o r  10  y e a r s  and I d o n ’ t  t h i n k  anyone would c l a i m  t h a t  
t h e y  work p e r f e c t l y .  But I do t h i n k  t h e y  have he lped  us  f o c u s  our  
a t t e n t i o n  on o u r  l o n g - r u n  o b j e c t i v e  o f  t r y i n g  t o  r e t u r n  t o  p r i c e  
s t a b i l i t y .  The remark t h a t  S t eve  made a w h i l e  ago about  t h e  
impor tance  of a v o i d i n g  s i g n a l s  t o  t h e  market  s u g g e s t s  t h a t  t h e  prudent  
t h i n g  f o r  u s  t o  do a t  t h i s  p o i n t  p robab ly  i s  t o  r e a f f i r m  t h e  r anges  
t h a t  we had adopted  t e n t a t i v e l y  a t  t h e  middle  of  l a s t  y e a r .  Now, even 
though S t e v e  made a v e r y  e x c e l l e n t  c a s e  f o r  u s i n g  a l l  o f  t h e  
a g g r e g a t e s .  I s t i l l  b e l i e v e - - r i g h t l y  o r  wrongly ,  and maybe j u s t  on t h e  
b a s i s  o f  b l i n d  f a i t h - - t h a t ,  o f  t h e  t h r e e  t h a t  w e  l o o k  a t ,  M 1  i s  going  
t o  end up ove r  t h e  l o n g - r u n  b e i n g  t h e  b e s t  one t o  u s e .  A l o t  of  t h e s e  
i n s t i t u t i o n a l  changes a r e  behind  us  and I d o n ’ t  t h i n k  we have t h e  same 
s o r t  of  change i n  i n f l a t i o n a r y  e x p e c t a t i o n s  t h a t  we had i n  t h e  p a s t  
t h a t  a f f e c t e d  t h e  behav io r  of  t h e  a g g r e g a t e s .  I am w e l l  aware t h a t  
t h e  v e l o c i t y  o f  M 1  may behave t he  same way it d i d  l a s t  y e a r ,  maybe 
even worse :  b u t  I t h i n k  i t ’ s  a l s o  r e a s o n a b l e  t o  t h i n k  t h a t  a t  some 
p o i n t  i t ’ s  go ing  t o  resume some p a r t  o f  i t s  normal behav io r  and I 
t h i n k  t h a t  we ought  t o  b e a r  t h a t  p o s s i b i l i t y  i n  mind,  a t  l e a s t ,  i n  
s e t t i n g  our  t a r g e t s .  And I t h i n k  t h e  4 t o  7 p e r c e n t  range  does  
encompass t h o s e  p o s s i b i l i t i e s .  We have language  i n  t h e  Bluebook on 
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the long-run objectives that I think gives us enough flexibility to 
take care of that if we do have this aberrant behavior of M1 velocity.
If we want to recognize it explicitly, then I think we could use 
something like the 3 - 1 1 2  to 7-1/2 percent range suggested in paragraph
10 in the Bluebook. I would be opposed to using the 4 to 8 percent
band because that would involve widening the range only at the top,
which I think would be noted by the markets and probably interpreted
by them as some weakening of our anti-inflationary resolve. So, I 
would stick with what we did at midyear. 

CHAIRMAN VOLCKER. Mr. Melzer. 


MR. MELZER. I decided not to go last today. One other 
aspect of M1 that I would mention is that it bears the closest 
relationship to what we do, and for that reason I think it’s important 
to maintain it as a target and not just as a monitoring range. Also, 
as I expressed yesterday, I tend to be among those who are more 
concerned about possible inflationary developments--what Steve cited 
in the first instance. And in that context it may be desirable to 
have M1 as a target. If we find ourselves in a position where we 
might have to exercise a greater degree of restraint during the course 
of the year, an M1 target could add to that argument. At the same 
time, I recognize the uncertainties about the behavior of velocity and 
for that reason I could be persuaded to expand the band at the upper
end somewhat. I don’t think there would be adverse market reactions 
to that. In fact, if we found ourselves in a position where we 
continued to have very aberrant behavior of velocity, we could deal 
with that in the same fashion we did [last] year without losing a 
tremendous amount of credibility. In any case, I do think it’s 
desirable to have the M 1  target. I could settle for a 4 to 7 percent 
range, although I think the chances are that we would be running near 
the upper end of that. I wouldn’t mind providing more room. In fact, 
it might be inappropriate to shoot for, say, the middle of the 4 to 7 
percent range, given the rate of money growth we had in 1 9 8 5 :  but I do 
think we ought to lean toward slowing that down and, under certain 
circumstances, I wouldn’t necessarily rule out aiming for the lower 
part of a 4 to 8 percent range--ifother factors led us in that 
direction. 

CHAIRMAN VOLCKER. Mr. Corrigan. 


VICE CHAIRMAN CORRIGAN. I approached the question of the 

annual targets in terms of the likely contingencies that we might have 

to face and what they mean. I don’t think we can anticipate

everything but, for example, if the economy is weaker or if velocity

continues to run badly astray, I agree with Mr. Melzer that policy can 

respond to either of those two developments without a great deal of 

difficulty. I don’t want to say regardless of the targets, but policy 

can respond within a fairly broad framework. 


On another front, if something goes wrong on the LDC side or 

in the financial sector, the response inevitably is going to be 

dictated by circumstances, and I don’t think we could build that kind 

of thinking into the targets themselves even though situations could 

arise that might require some response. So, I don’t think we can deal 

with that directly. On the other side of the ledger, if the dollar 

falls further--and especially if it falls significantly further in the 

face of what surely will be the very sizable, persistent, savings gap 
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t h a t  we h a v e - - i t  seems t o  me t h a t  i n t e r e s t  r a t e s  w i l l  t e n d  t o  r i s e  on 
t h e i r  own. But i n  t h o s e  c i r c u m s t a n c e s .  w e  might  be f a c e d  w i t h  a need 
t o  t i g h t e n ,  even though i t  would be v e r y ,  v e r y  d i f f i c u l t  t o  e x p l a i n
t h a t  when t h e  d o l l a r  i s  s e e n  by s o  many peop le  f rom a t r a d e  
p e r s p e c t i v e  a s  t h e  boogie  man. That  would be  a much more d i f f i c u l t  
s i t u a t i o n  t o  d e a l  w i t h  f rom [ a  p o l i c y ]  p e r s p e c t i v e  t h a n  e i t h e r  o f  t h e  
f i r s t  two examples .  

If  t h e  economy i s  s t r o n g e r - - o r  even worse ,  if i n f l a t i o n a r y  
p r e s s u r e s  do b e g i n  t o  m a t e r i a l i z e - - t h e  p o l i c y  r e s p o n s e  would be  even 
more d i f f i c u l t .  keep ing  i n  mind t h a t  o v e r  t h e  l o n g  run  I t h i n k  t h e  
t h i n g  t h a t  would be  t h e  most d i f f i c u l t ,  b o t h  f o r  p o l i c y  and t h e  
economy, and f o r  t h e  L D C s  and t h e  f i n a n c i a l  sys t em,  would be  a b u i l d -
up i n  i n f l a t i o n  and t h e  i n e v i t a b l e  r e sponse  t h a t  would have t o  come t o  
t h a t  no m a t t e r  how de layed  t h e  r e sponse  might  b e .  S o ,  I f i n d  t h a t  
from a p o l i c y  p e r s p e c t i v e ,  e i t h e r  a f a l l  i n  t h e  d o l l a r  o r  a r i s e  i n  
i n f l a t i o n  o r  a v e r y  s t r o n g  economy a r e  much more d i f f i c u l t  t o  d e a l  
w i t h  t h a n  t h e  o t h e r  s e t s  o f  c i r c u m s t a n c e s  I ment ioned .  

Now, a s  I s a i d  y e s t e r d a y ,  I d o n ’ t  see t h a t  a r i s e  i n  
i n f l a t i o n  e s p e c i a l l y  i s  i n e v i t a b l e .  But I t h i n k  t h a t  we have t o  be  
c a r e f u l ,  so  I approached t h e  q u e s t i o n  of l o n g - r u n  t a r g e t s  w i t h  t h e  
need f o r  an i n s u r a n c e  p o l i c y ,  if I can  p u t  it t h a t  way, i n  mind. To 
me t h a t  means keep ing  M 1  a s  a t a r g e t  because  I t h i n k  it does  s e r v e  a 
u s e f u l  pu rpose .  I t h i n k  one can p l a u s i b l y  a rgue  a l s o  t h a t  t h e r e  i s  a 
p o s s i b i l i t y  t h a t  v e l o c i t y  w i l l  be a t  l e a s t  more normal ,  g iven  t h e  f a c t  
t h a t  t h e  s i z a b l e  d e c l i n e s  i n  i n t e r e s t  r a t e s  t h a t  have produced p a r t  of  
t h i s  a b e r r a n t  behav io r  i n  v e l o c i t y  a r e  p robab ly  behind  us  and t h a t  t h e  
i n s t i t u t i o n a l  f a c t o r s  shou ld  n o t  be  a s  b i g .  So .  I would keep M 1 .  I 
would have a p r e f e r e n c e  f o r  4 t o  7 p e r c e n t  b u t  I cou ld  l i v e  w i t h  3 t o  
8 p e r c e n t .  But if w e ’ r e  go ing  t o  r a i s e  t h e  upper  e n d ,  I would a l s o  
f a v o r  d ropp ing  t h e  lower end and end ing  up w i t h  someth ing  l i k e  what we 
had f o r  t h e  second h a l f  of  l a s t  y e a r .  I t h i n k  t h a t  s ends  two s i g n a l s .  
I t  s a y s  t h a t  w e  know M 1  i s  s t i l l  a l i t t l e  funny l o o k i n g ,  b u t  t h a t  
t h e r e  might  w e l l  be  c i r c u m s t a n c e s  i n  which we would be  comfor t ab le  
w i t h  M 1  growing a t  q u i t e  a modest r a t e ,  even though w e  d o n ’ t  p e r c e i v e
t h o s e  c i r c u m s t a n c e s  r i g h t  now. I am happy w i t h  M2,  M3: I am n o t  happy
w i t h  d e b t  a t  8 t o  11 p e r c e n t ,  b u t  I d o n ’ t  t h i n k  t h a t  w e  can do 
a n y t h i n g  abou t  i t .  S o ,  I would keep M 1  a s  a t a r g e t :  I have a s l i g h t
p r e f e r e n c e  f o r  4 t o  7 p e r c e n t  b u t  cou ld  l i v e  w i t h ,  and i n  some ways I 
guess  f a v o r ,  3 t o  8 p e r c e n t .  

The o n l y  o t h e r  p o i n t  I would make, M r .  Chairman, i s  t h a t  I 
would a t  l e a s t  r a i s e  t h e  q u e s t i o n  of whether  somewhere i n  t h e  v e r b i a g e
t h a t  goes w i t h  t h e  p o l i c y  s t a t e m e n t  abou t  t h e  l o n g - r a n g e  t a r g e t s ,  i t  
might  n o t  be  a good i d e a  t o  have a p h r a s e  i n  t h e r e  s a y i n g  t h a t  we 
would indeed  be p repa red  t o  r e s i s t  any b u i l d - u p  i n  i n f l a t i o n a r y  
p r e s s u r e s ,  even though we d o n ’ t  s e e  them on t h e  h o r i z o n  r i g h t  now. 
I t ’ s  n o t  f o r m a l l y  i n  t h e  r e c o r d :  i t ’ s  on page 1 6  o r  1 7  i n  t h e  
Bluebook. There  i s  a l o n g ,  l o n g  s e t  of  words t h a t  we have used  i n  t h e  
p a s t  i n  t h e  o p e r a t i o n a l  p a r t  of  e s t a b l i s h i n g  t h e  ’86  r a n g e s ,  a l l  o r  
most o f  which h a s  been c r o s s e d  o u t .  Somewhere i n  t h a t  I wouldn’ t  mind 
s e e i n g  a p h r a s e  t h a t  would i n d i c a t e  t h a t  i n  t h e  u n l i k e l v  even t  t h a t  
i n f l a t i o n a r y  p r e s s u r e s  do i n  f a c t  b e g i n  t o  m a t e r i a l i z e  we would be  
p repa red  t o  r e s i s t  them. 

MR,  M A R T I N .  M r .  Chairman, it seems t o  m e  i f  t h e r e ’ s  one term 
t h a t  a p p l i e s  t o  t h e  d i f f i c u l t  f o r e c a s t s  t h a t  were s o  w e l l  done by t h e  
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Board’s staff and so widely supported yesterday, it is “uncertainty.”

We do face a degree of uncertainty that even for a forward-looking 

group of economists is notable. It seems to me that this is 

epitomized by a comment on page 6 below the alternatives for the long 

run as we futilely define it here: the reference to the substantial 

portion of the rapid demand deposit growth of last year, which is 

unexplained by any concept of interest elasticity. Of course. we 

could experience that again this year. I join President Corrigan in 

the expectation of not putting a great deal of weight on it, but 

expecting that we probably won’t have that continued growth. But we 

don’t understand it. And if there are difficulties in the Southwest 

and in some of the oil-exporting developing countries, certainly that 

phenomenon or something like it could return. But we don’t understand 

the very interest elasticity that now characterizes M1, or at least 

components thereof. Therefore, adding these two factors together, I 

would favor a 3 to 8 percent range around M1 to give the Committee 

flexibility and to reflect the uncertainty generally--not just the 

demand deposit uncertainty, but our lack of ability to forecast M1 

right now in this context. I would not favor taking the 1984 

approach, though, of putting M1 too deeply out of the show because I 

do feel that the money managers in banks will learn reasonably

shortly--themarket is going to force them to learn--howto price

various instruments and what the interest elasticity in their 

submarkets is. That aspect of the interest elasticity, in the 

institutional sense, will tend to be more understandable over time. I 

think. 


So, I would favor keeping M1 in the pantheon, widening the 
range because of the uncertainty with regard to velocity and other 
aspects of it, and giving u s  the flexibility in implementing policy to 
deal with the unexpected. Think of the unexpecteds we have before us 
right now. In the last 10 hours the flow of news [has included1 that: 
the Conference Board’s consumer confidence index is down: Minister 
Takeshita again is hinting about a further discount rate cut by the 
Japanese: and of all things, IBM is substantially cutting the price of 
its brand new CPU mainframes just as their deliveries are taking
place. I think we really have to expect the unexpected. We need wide 
ranges. With regard to President Corrigan’s comment about the 
language, Mr. Chairman, I would like to see symmetrical language
indicating that if economic growth falters very substantially--andI 
think there is a real risk of that occurring--wewould be prepared to 
adjust even our targets but certainly the way in which we implement 
our monetary policy, regardless of what aggregate or aggregates we 
were focusing on. I think Steve’s comment about the triumvirate is 
impressive. And I would join Frank Morris in wondering why we still 
cite the debt [aggrega~el,which we can’t control. We can affect that 
only marginally: there’s no way to hit any kind of target or any kind 
of monitoring number on the debt range. 

CHAIRMAN VOLCKER. Mr. Forrestal. 


MR. FORRESTAL. Mr. Chairman, it seems to me that the risks 
of slower growth o r  higher inflation that Steve alluded to are fairly
well balanced. That makes it particularly difficult to make a choice 
on these longer-term targets. Because of that, and because of the 
uncertainties that several people have alluded to, I think what we 
ought to strive for in 1986 is flexibility. Flexibility also is 
important, given the staff’s projections for M1 growth in 1986. 
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because  o f  t h e  e x p e r i e n c e  t h a t  we had w i t h  M1 d u r i n g  1985.  I t  would 
be v e r y  n i c e  if we were a b l e  t o  come w i t h i n  t h e  t a r g e t s  o r  r easonab ly  
c l o s e  t h i s  y e a r .  I would keep M 1  b u t ,  because  o f  t h e  need t h a t  I 
p e r c e i v e  f o r  f l e x i b i l i t y ,  I would o p t  f o r  t h e  4 t o  8 p e r c e n t  range 
s p e c i f i e d  i n  a l t e r n a t i v e  1 1 - - a l t h o u g h  I cou ld  s u p p o r t  a 3 t o  8 p e r c e n t  
range  a s  w e l l .  I t h i n k  i t  i s  i m p o r t a n t  t o  move from t h e  t e n t a t i v e  
t a r g e t  of  4 t o  7 p e r c e n t  t o  p r o v i d e  some a d d i t i o n a l  f l e x i b i l i t y ,  
p a r t i c u l a r l y  on t h e  t o p  s i d e  of  t h e  r a n g e .  

CHAIRMAN VOLCKER. Mr. S t e r n .  

MR. STERN. I t o o  would f a v o r  r e t a i n i n g  a range  f o r  M 1  and 
t r e a t i n g  it a t  l e a s t  e q u a l l y  wirh  t h e  o t h e r  a g g r e g a t e s .  When I t h i n k  
abou t  what we d i d  i n  1985,  it seems t o  me t h a t  M 1  p l ayed  a v e r y  
v a l u a b l e  r o l e - - n o t  i n  t h e  o p e r a t i o n a l  s e n s e ,  b u t  i n  t h e  s e n s e  t h a t  a t  
l e a s t  on s e v e r a l  o c c a s i o n s  it caused us t o  s t o p  and t a k e  a v e r y  
c a r e f u l  l o o k  a t  what was go ing  on and t o  make a d e t e r m i n a t i o n  about  
what w e  wanted t o  do from t h e r e .  Those e x e r c i s e s  w e r e  q u i t e  v a l u a b l e  
and we d i d n ’ t  g e t  t h a t  [message] f r o m  t h e  o t h e r  a g g r e g a t e s .  S o ,  f o r  
t h a t  r e a s o n ,  I ’ d  be i n c l i n e d  t o  r e t a i n  M 1 .  For many of  t h e  r e a s o n s  
a l r e a d y  c i t e d ,  I t h i n k  t h a t  some widening  of  t h e  range  i s  a good i d e a .  
We j u s t  a r e  more u n c e r t a i n  t h a n  we t y p i c a l l y  have been about  t h e  
r e l a t i o n  between M 1  a s  a p o l i c y  i n s t r u m e n t  and economic performance.  
I ’ m  r e l a t i v e l y  i n d i f f e r e n t  between widening  t h e  range  t o  4 t o  8 
p e r c e n t  a s  opposed t o  3 t o  8 p e r c e n t :  e i t h e r  one i s  a c c e p t a b l e  t o  me. 

CHAIRMAN VOLCKER. M r .  P a r r y .  

MR. PARRY. I would emphasize t h e  c o n t i n u i n g  u n c e r t a i n t i e s  
w i t h  r e g a r d  t o  t h e  demand f o r  money and t h a t  l e a d s  me t o  a rgue  f o r  a 
wider  r ange :  I would recommend 3 t o  8 p e r c e n t .  I t h i n k  we ought  t o  
keep i n  mind t h a t  M 1 ,  even w i t h  a 3 t o  8 p e r c e n t  r a n g e ,  i s  l i k e l y  t o  
grow a t  t h e  upper  end of  t h e  r a n g e .  S i n c e  t h e  Board s t a f f ’ s  f o r e c a s t  
c a l l s  f o r  6 . 8  p e r c e n t  growth,  I t h i n k  i t ’ s  i m p o r t a n t  t o  keep i n  mind 
t h a t  nominal  growth i n  our  f o r e c a s t s  seems c o l l e c t i v e l y  t o  be a b i t  
above t h a t  and ,  t h e r e f o r e ,  growth i n  t h e  upper  end o f  even a 3 t o  8 
p e r c e n t  r ange  would be l i k e l y .  F i n a l l y ,  I would f a v o r  r e t a i n i n g  M 1  a s  
a t a r g e t  f o r  1986 f o r  t h e  r e a s o n s  expres sed  by q u i t e  a few o t h e r s  and 
p a r t i c u l a r l y  by M r .  Melzer .  

CHAIRMAN VOLCKER. Governor A n g e l l .  

MR. ANGELL. I p r e f e r  t o  keep M 1  a s  a t a r g e t .  I t h i n k  t h e  
range  shou ld  be maybe 3 t o  9 p e r c e n t .  With v e l o c i t y  a t  a n e g a t i v e  3 
p e r c e n t ,  t h e  s t a f f ’ s  d o l l a r  nominal GNP f o r e c a s t  g i v e s  a 9 . 7  p e r c e n t  
r a t e  of growth i n  M1. I b e l i e v e  t h e  marke tp l ace  would have a b e t t e r  
u n d e r s t a n d i n g  if we r e a l l y  communicated t h e  range  t h a t  we t h i n k  i s  
p l a u s i b l e .  That  would g i v e  us  t h e  o p p o r t u n i t y  on t h e  q u a r t e r l y  s h o r t -
range  t a r g e t s  t o  s p e c i f y  [ o u r  o b j e c t i v e ]  more c l e a r l y  a s  economic 
e v e n t s  deve lop  and a s  t h e  v e l o c i t y  of M1 becomes b e t t e r  known. I keep
b e i n g  reminded of t h e  e v e n t s  of  1917 t o  1 9 4 6  when Ml’s  v e l o c i t y  f e l l  
from approx ima te ly  4 p e r c e n t  t o  app rox ima te ly  2 p e r c e n t .  S o  i t  seems 
t o  me t h a t  it i s  e n t i r e l y  p o s s i b l e  t h a t  v e l o c i t y  may n o t  a lways have a 
l o n g - t e r m  r i s i n g  t r e n d  and we should  accommodate t h a t  [ p o s s i b i l i t y ] .  

CHAIRMAN VOLCKER. M r .  Boehne. 
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MR. BOEHNE. I s u p p o r t  a range  of e i t h e r  4 t o  8 p e r c e n t  o r  3 
t o  8 p e r c e n t  f o r  t h e  r e a s o n s  t h a t  have been g i v e n .  I a l s o  s u p p o r t  t h e  
r e t e n t i o n  o f  M 1 ,  n o t  because  i t  h a s  been a v e r y  good i n t e r m e d i a t e  
t a r g e t  i n  r e c e n t  y e a r s - - a n d  I doubt  v e r y  much t h a t  it w i l l  be u s e f u l  
i n  1 9 8 6 - - b u t  I t h i n k  we ought  t o  l i m p  a l o n g  w i t h  i t  because  i t  may be 
u s e f u l  i n  t h e  f u t u r e .  I t h i n k  Governor A n g e l l ’ s  p o i n t  i s  w e l l  t a k e n .  
I n  h a v i n g  a r ange  of  4 t o  8 p e r c e n t  o r  3 t o  8 p e r c e n t ,  I would couch 
i t  w i t h  a l l  k i n d s  of  c a v e a t s  and would n o t  h e s i t a t e  v e r y  l o n g  t o  dump 
i t ,  i n  e f f e c t ,  a s  we go th rough  1986, because  I d o n ’ t  t h i n k  I t ’ s  a 
v e r y  r e l i a b l e  g u i d e .  But I do t h i n k  it cou ld  be u s e f u l  f o r  a v a r i e t y  
o f  r e a s o n s  o u t  i n  t h e  f u t u r e .  

CHAIRMAN VOLCKER. Mr. Keehn 

MR. KEEHN. I t h i n k  we ag reed  y e s t e r d a y  t h a t  t h e  economic 
o u t l o o k  i s  c e r t a i n l y  p o s i t i v e ,  b u t  I a l s o  hea rd  an u n u s u a l l y  l o n g  l i s t  
o f  u n c e r t a i n t i e s  t h a t  seem p a r t i c u l a r l y  s e r i o u s .  So  I would f a v o r  
a d o p t i n g  a p o l i c y  t h a t  g i v e s  u s  r e a s o n a b l e  maneuvering room: I hope 
t h a t  would convey t h a t  [ u n c e r t a i n t y ]  t o  t h e  m a r k e t .  We c e r t a i n l y  want 
t o  a v o i d  any un in tended  s i g n a l s  and j u s t  p o s s i b l y  changing  t h e  
t e n t a t i v e  r anges  might  do t h a t .  I a l s o  t h i n k  t h a t  c o n t i n u i n g  t h e  
r anges  t h a t  we have had i n  p l a c e  t h i s  l a s t  y e a r  c o u l d ,  i n  f a c t ,  convey 
a c o n t i n u a t i o n  of  our  p o l i c y .  S o  I would j o i n  t h o s e  who s u g g e s t  u s i n g  
l a s t  y e a r ’ s  M 1  range  o f  3 t o  8 p e r c e n t  and c o n t i n u i n g  t o  view M 1  a s  a 
gu ide  i n  c a r e f u l  c o o r d i n a t i o n  w i t h  M2 and M3, a s  S t e v e  h a s  o u t l i n e d .  
I t  seems t o  me t h a t  t h e  b r o a d e r  range  d e a l s  w i t h  some of t h e  
u n c e r t a i n t i e s  and g i v e s  us some maneuvering room and t h a t  under  t h e  
c i r c u m s t a n c e s  t h a t  would be  t h e  a p p r o p r i a t e  c h o i c e .  

CHAIRMAN VOLCKER. M r .  Guffey. 

MR. GUFFEY. M r .  Chairman, f o r  a l l  t h e  r easons  a l r e a d y  
s t a t e d ,  I would j o i n  t h o s e  who would r e t a i n  M 1  a s  a t a r g e t  and t r e a t  
i t  much a s  we d i d  i n  1985 because  of  t h e  u n c e r t a i n t i e s .  Second ly ,  
i t ’ s  a t t r a c t i v e  t o  me t o  adop t  what S i  Keehn h a s  j u s t  p roposed :  t o  
r e t a i n  t h e  r anges  f o r  a l l  t h e  a g g r e g a t e s ,  i n c l u d i n g  d e b t ,  a t  t h e  
[ u n i n t e l l i g i b l e ]  p o s i t i o n s  we had i n  1 9 8 5 .  That  i n c o r p o r a t e s  t h e  3 t o  
8 p e r c e n t  [ f o r  M l ]  and r e t a i n s  t h e  d e b t  r ange  of  9 t o  1 2  p e r c e n t .  
Although t h e r e  i s  some r e a l  concern  abou t  what d e b t  means,  t h e  f a c t  
t h a t  it i s  moni tored  and t h a t  we have t o  t a k e  a look  a t  it and t r y  t o  
de t e rmine  why we missed  t h e  range  i s  an i m p o r t a n t  e x e r c i s e .  A s  a 
r e s u l t ,  I would keep d e b t  and r e t a i n  t h e  9 t o  1 2  p e r c e n t  m o n i t o r i n g  
range  t h a t  we had i n  1 9 8 5 .  

CHAIRMAN VOLCKER. Governor R i c e .  

MR.  R I C E .  Mr. Chairman, l i k e  a lmos t  everybody e l s e ,  I would 
f a v o r  r e t a i n i n g  M 1 ,  w i t h  i t s  weight  s i m i l a r  t o  t h a t  of t h e  o t h e r  
monetary a g g r e g a t e s ,  f o r  t h e  r e a s o n s  t h a t  have a l r e a d y  been mentioned 
by s e v e r a l  p e o p l e .  I would f a v o r  t h a t  n o t  s o  much because  M 1  should  
be a r i g i d  gu ide  t o  p o l i c y  b u t  b e c a u s e ,  a s  J e r r y  and Ed p o i n t e d  o u t ,  
we may need it i n  t h e  f u t u r e  t o  e x p l a i n  some p o l i c y  moves t h a t  w e  
might  want t o  t a k e .  I would f a v o r  a 3 t o  8 p e r c e n t  r a n g e ,  b u t  I 
s u s p e c t  t h a t  p robab ly  would be  s e e n  a s  t o o  wide and might  be  
i n t e r p r e t e d  a s  a s i g n a l  t h a t  we a r e  moving away from t a r g e t i n g  MI. 
S o ,  pe rhaps  a nar rower  range  of  4 p e r c e n t a g e  p o i n t s  would be  b e t t e r  
r e c e i v e d .  I would b o t h  lower and r a i s e  t h e  range  a b i t  t o  3 - 1 1 2  t o  
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7 - 1 1 2  p e r c e n t  b u t  I would be p e r f e c t l y  w i l l i n g - - i n  f a c t  I would p r e f e r  

it if most peop le  f e e l  we cou ld  g e t  away w i t h  i t - - t o  go w i t h  a 3 t o  8 

p e r c e n t  r a n g e .  On d e b t .  I have a good d e a l  of sympathy f o r  t h e  p o i n t 

Frank made: I t h i n k  we ought  t o  l o o k  s e r i o u s l y  a t  t h e  f e a s i b i l i t y  o f  

an a d j u s t e d  d e b t  r a n g e .  I would u r g e  t h e  s t a f f  t o  l ook  i n t o  t h e  

f e a s i b i l i t y  of  moving i n  t h a t  d i r e c t i o n .  However, u n t i l  t h e y  d o ,  I 

would f a v o r  expanding t h e  range  a l i t t l e  t o  t a k e  i n t o  account  what we  

expec t  t o  happen.  We expec t  t h a t  d e b t  w i l l  g r o w  a l i t t l e  f a s t e r  t h a n  

11 p e r c e n t ,  s o  why n o t  move t h e  range  o u t  t o  8-112 t o  

1 1 - 1 1 2  p e r c e n t ?  


CHAIRMAN VOLCKER. Governor W a l l i c h .  

MR. WALLICH. I would l i k e  t o  keep my [comments a s  b r i e f ]  a s  
I c a n .  I hope y o u ’ l l  [ u n d e r s t a n d ]  my d i f f i c u l t y  i n  e x p r e s s i n g  my
i n t e n t i o n s ,  which I t h i n k  w i l l  be  r e s o l v e d  i n  a month o r  two.  I would 
t a k e  t h e  M 1  r ange  l o w e r  l i m i t  t o  4 p e r c e n t  [ u n i n t e l l i g i b l e ] .  

CHAIRMAN VOLCKER. Governor S e g e r .  

MS. SEGER. A s  I went ove r  t h e s e  v a r i o u s  a l t e r n a t i v e s  i n  t h e  
l a s t  c o u p l e  of  d a y s ,  it seemed t o  me t h a t  t h e r e  were r e a l l y  v e r y  
narrow d i f f e r e n c e s  between them. 

CHAIRMAN VOLCKER. You had d i f f i c u l t y  i n  d i s c o v e r i n g  t h e  
d i f f e r e n c e ?  

MS. SEGER. T h a t ’ s  r i g h t .  I k e p t  go ing  ove r  t h e  a l t e r n a t i v e s  
and t h e n  I would r e r e a d  t h e  expec ted  outcomes f r o m  t h e  v a r i o u s  
a l t e r n a t i v e s .  They s u g g e s t  t o  m e  a d e g r e e  of  p r e c i s i o n  i n  f o r e c a s t i n g
t h a t  i n  my 2 0  months h e r e  I ’ m  s o r r y  t o  s a y  I j u s t  h a v e n ’ t  s e e n .  S o ,  I 
t h i n k  t h e  way we r e t a i n  c r e d i b i l i t y  w i t h  t h e  f i n a n c i a l  marke t s  i s  t o  
l e v e l  w i t h  them. I t h i n k  t h e  way w e  do t h a t  i s  t o  s a y  t h a t  we d o n ’ t  
h i t  b o t h  s i d e s  e v e r y  t i m e .  We a r e  n o t  p e r f e c t  f o r e c a s t e r s ,  a s  no one 
i s  even on Wall S t r e e t .  So  if w e  se t  wide bands ,  t h a t  r e a l l y  would be 
a p o s i t i v e  f a c t o r  f o r  our  c r e d i b i l i t y :  it would n o t  be viewed as our  
t u r n i n g  i n t o  i n f l a t i o n a r y  “wackos .”  I t  j u s t  would be a m o r e  h o n e s t  
i n d i c a t i o n  t h a t  w e ’ r e  impressed  w i t h  t h e  u n c e r t a i n t i e s  i n  t h e  economy, 
w i t h  t h e  changed r e l a t i o n s h i p s  between t h e  v a r i o u s  monetary a g g r e g a t e s  
and nominal  o r  r e a l  GNP growth ,  and a l l  t h e  t h i n g s  t h a t  we d i s c u s s  
h e r e  r e g u l a r l y .  Whatever we d o ,  i f  i t ’ s  e x p l a i n e d  i n  t h i s  way--and ,
of  c o u r s e ,  t h e  Chairman h a s  a good o p p o r t u n i t y  n e x t  week t o  go th rough
a l l  t h e  e x p l a n a t i o n s - - i t  can  be hand led .  T h e r e f o r e .  I would l i k e  t o  
s u g g e s t  t h a t  w e  u s e  a l l  t h e  i n f o r m a t i o n  w e  can  and p r e s e n t  e v e r y t h i n g  
we  can  s o  i t  w i l l  n o t  l ook  a s  if w e ’ r e  h o l d i n g  back any i n f o r m a t i o n ,  
whether  i t ’ s  on M 1 ,  d e b t ,  o r  wha teve r .  I t h i n k  w e  shou ld  p r e s e n t  [ t h e
ranges ]  b u t  have v e r y  broad  bands and n o t  s u g g e s t  t h a t  we can  [be
p r e c i s e  by u s i n g ]  1 1 2  p e r c e n t a g e  p o i n t s .  I t h i n k  t h a t ’ s  l u d i c r o u s .  
For M 1 ,  I cou ld  l i v e  w i t h  e i t h e r  3 t o  8 p e r c e n t  o r  I cou ld  l i v e  w i t h  2 
t o  1 0  p e r c e n t .  Today I j u s t  d o n ’ t  want t o  s u g g e s t  t h a t  any s o r t  of 
n i c e  b u l l ’ s  eye  t a r g e t i n g  i s  p o s s i b l e .  For M2, I cou ld  even go  6 t o  
10  p e r c e n t .  Again ,  t h e s e  a r e  r a n g e s :  t h a t ’ s  n o t  s a y i n g  t h a t  w e ’ r e  
s h o o t i n g  f o r  10 p e r c e n t .  For M3, I ’ d  f a v o r  6 t o  9 p e r c e n t  o r  
t h e r e a b o u t s .  I would keep some s o r t  of  d e b t  measure ,  b u t  c l e a n  it up 
a s  Frank  Morr i s  s u g g e s t e d  f o r  t h e s e  v a r i o u s  e v e n t s  t h a t  a r e  go ing  on  
i n  c o r p o r a t e  and s t a t e  and l o c a l  government f i n a n c e  t h a t  r e a l l y  a r e  
n o t  t i e d  t o  economic a c t i v i t y .  S o ,  t h a t  would b e  my p r e f e r e n c e .  
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CHAIRMAN VOLCKER. Governor Johnson.  

MR. J O H N S O N .  I t h i n k  a l l  o f  t h e  i m p o r t a n t  t h i n g s  have been 
s a i d .  I a g r e e  w i t h  what seems t o  be  a consensus  t h a t  t h e r e  a r e  a l o t  
of  u n c e r t a i n t i e s  around M 1  v e l o c i t y ,  t h a t  we need t o  keep o u r  o p t i o n s  
open ,  and t h a t  t h e  b e s t  way t o  do t h a t  i s  by a symmetr ica l  widening  of 
t h e  bands .  I s u p p o r t  someth ing  g e n e r a l l y  i n  t h e  range  of 3 t o  8 
p e r c e n t  f o r  M 1 :  I t h i n k  t h a t ’ s  s a t i s f a c t o r y .  But I t h i n k  i t ’ s  v e r y  
i m p o r t a n t  t h a t  we have language  a s s o c i a t e d  w i t h  t h i s  t h a t  makes i t  
c l e a r  t h a t  t h e  o p t i o n s  a v a i l a b l e  w i t h i n  t h e  3 t o  8 p e r c e n t  range  a r e  
n o t  o p t i o n s  f o r  more o r  l e s s  i n f l a t i o n  b u t  i n  f a c t  a range  of 
p o s s i b i l i t i e s  t h a t  we t h i n k  [ a p p r o p r i a t e ]  and t h a t  t h e  need t o  move t o  
t h e  upper  end o f  t h i s  range  i s  s t i l l  a n o n - i n f l a t i o n a r y  a l t e r n a t i v e .  
I n  o t h e r  words ,  it depends on what happens t o  monetary v e l o c i t y  if we 
can  d e t e c t  i t :  and i f  we move t o  8 p e r c e n t  M 1  growth d u r i n g  some p o i n t  
d u r i n g  t h e  y e a r .  o r  even w e l l  a l o n g  t h e  t o p  of  t h a t  r a n g e ,  t h a t  h a s  no 
i m p l i c a t i o n s  f o r  p r i c e  s t a b i l i t y .  We s imply  would be  moving t h e  
[ u n i n t e l l i g i b l e ]  a s s o c i a t e d  w i t h  what we p e r c e i v e  t o  be c o n t i n u e d  
abnormal per formance  i n  M 1  v e l o c i t y .  To me language  l i k e  t h a t  i s  
i m p o r t a n t  because  I t h i n k  we expe r i enced  r e c e n t l y  what a change i n  
p o l i c y  r h e t o r i c  can  do w i t h  r e s p e c t  t o  t h e  d o l l a r .  I d o n ’ t  t h i n k  t h e  
fundamen ta l s  a s s o c i a t e d  w i t h  t h e  d o l l a r  have changed t h a t  much, 
a l t h o u g h  t h e y  have some. But t h e r e  i s  a d i f f e r e n t  a t t i t u d e  o u t  t h e r e  
abou t  t h e  d o l l a r  s imply  because  a l o t  of peop le  who a r e  i n  cha rge  of 
p o l i c y  a r e  s a y i n g  t h i n g s  d i f f e r e n t l y .  We c e r t a i n l y  d o n ’ t  want t o  
c r e a t e  any i m p r e s s i o n s  t h a t  w e ’ r e  l e a n i n g  toward an e a s i e r  p o l i c y  and 
t h a t  t h a t  means w e ’ r e  t r a d i n g  o f f  i n f l a t i o n  f o r  r e a l  growth.  I t ’ s  
v e r y  i m p o r t a n t  t o  p o i n t  o u t  t h a t  we would n o t  be  making t h o s e  k i n d s  of 
t r a d e - o f f s :  we s imply  would be  p u r s u i n g  an e a s i e r  p o l i c y  toward 8 
p e r c e n t  money growth because  of  v e l o c i t y  c o n d i t i o n s  and demand f o r  
money. The c l o s e r  we can  come t o  l anguage  l i k e  t h a t ,  t h e  b e t t e r  o f f  
t h i n k  w e ’ l l  b e .  

CHAIRMAN VOLCKER. Mrs. Horn 

MS. HORN. Mr. Chairman, because  of  t h e  u n c e r t a i n t i e s  I f a v o r  
wide r a n g e s ,  and f o r  M 1  a 3 t o  8 p e r c e n t  range  would be  a p p r o p r i a t e .
I t h i n k  t h e  words t h a t  you u s e  i n  your  t e s t i m o n y  perhaps  w i l l  be more 
i m p o r t a n t  t h a n  t h e  r anges  we choose .  And I t h i n k  where we come i n  
w i t h  r e s p e c t  t o  M 1 ,  and f o r  t h a t  m a t t e r  w i t h  r e g a r d  t o  t h e  o t h e r  
a g g r e g a t e s ,  w i l l  have a l o t  t o  do w i t h  t h e  c o n d i t i o n s  i n  t h e  economy 
and perhaps  some f i n a n c i a l  c o n d i t i o n s  a s  w e l l .  Some words on t h e  t y p e  
of r e a c t i o n  we might  have if t h e  economy comes i n  s t r o n g e r  t h a n  
expec ted  I t h i n k  would be  v e r y  h e l p f u l .  

CHAIRMAN VOLCKER. Mr. Boykin.  

MR.  B O Y K I N .  Mr. Chairman, I a l s o  would keep M 1  and g i v e  it 
t h e  a t t e n t i o n  t h a t  we have been g i v i n g  i t .  On t h e  M 1  r ange .  I s h a r e  a 
l o t  of t h e  u n c e r t a i n t i e s - .  

CHAIRMAN VOLCKER. When t h i n g s  s t a r t  happen ing ,  how do you 
i n t e r p r e t  t h a t ?  

MR. B O Y K I N .  I beg your  pardon? 

CHAIRMAN VOLCKER. How do you i n t e r p r e t  

I 
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MR. B O Y K I N .  
s t i l l  t h i n k  t h a t  M 1  i s  
Gary S t e r n  s a i d ,  when 
r e t h i n k  p e r i o d i c a l l y ,  
r a n g e ,  I s h a r e  a l l  of 

-36- 


I d o n ’ t  know [ u n i n t e l l i g i b l e ]  d i f f e r e n t .  But I 
i m p o r t a n t  and t h a t  we ought  t o  l o o k  a t  i t .  A s  

i t ’ s  n o t  behaving  a t  l e a s t  t h a t  c a u s e s  u s  t o  
s o  I would pay a t t e n t i o n  t o  i t .  As f o r  t h e  
t h e  u n c e r t a i n t i e s  [ a l l u d e d  t o  by o t h e r s ] ,  and 

moving t h e  upper  end t o  8 p e r c e n t  would be  a c c e p t a b l e  t o  m e .  [For t h e  
lower end]  e i t h e r  3 o r  4 p e r c e n t  i s  okay .  

M R .  BLACK. J u s t  a s  l o n g  a s  it d o e s n ’ t  g e t  t o  t h e  p o i n t  t h a t  
everyone  t e l l s  you t h e  same t h i n g  about  M 1 ,  you’d be p l e a s e d !  

MR. B O Y K I N .  R i g h t .  

CHAIRMAN VOLCKER. Wel l ,  t h e  band o f  d i sag reemen t  i s n ’ t  
p a r t i c u l a r l y  wide :  i t ’ s  r a t h e r  nar row.  I ’ d  j u s t  r a i s e  a c o u p l e  of  
p o i n t s  based  on l i s t e n i n g  t o  t h i s .  I ’ m  n o t  s u r e  we know what w e ’ r e  
d o i n g .  I guess  t h e  psychology of  t h i s  i s  t h a t  m o s t  peop le  t a l k  about  
widening  t h e  range  f o r  M 1  f o r  obvious  r e a s o n s  and t h e n  we end up w i t h  
someth ing  l i k e  3 t o  8 p e r c e n t  o r  4 t o  8 p e r c e n t .  I ’ m  n o t  n e c e s s a r i l y  
opposed t o  t h a t  b u t  I j u s t  r a i s e  t h e  p o i n t  t h a t  we w i l l  be asked  t h e  
q u e s t i o n :  Why d i d  you do t h a t ?  I t  makes a 1 p e r c e n t a g e  p o i n t  
d i f f e r e n c e  on  t h e  up s i d e .  Does t h a t  mean t h a t  w e ’ r e  r e a l l y  going  t o  
g e t  t h e  8 p e r c e n t  t h i s  y e a r  and t h a t  we have reduced t h e  o p t i o n  f o r  
do ing  what we d i d  l a s t  y e a r ,  which i s  s a y  i t ’ s  n o t  confirmed by o t h e r  
f a c t o r s  i n  t h e  economy b u t  i t ’ s  runn ing  a l i t t l e  s low? I d o n ’ t  g e t  
t h e  s e n s e  t h a t  t h a t  i s  what you want t o  do b u t  I ’ m  a s k i n g :  I s  t h a t  
what peop le  a r e  go ing  t o  r e a d  i n t o  i t - - t h a t  t h e r e ’ s  go ing  t o  be  more 
impor tance  a t t a c h e d  t o  M l ?  [Wi l l  peop le  t h i n k  t h a t ]  we went t o  t h e  
g r e a t  t r o u b l e  o f  changing  t h e  range  t o  8 p e r c e n t  and t h a t ’ s  a more 
l i b e r a l  number, so  we b e t t e r  s t a y  w i t h i n  t h a t  8 p e r c e n t ?  I n  some 
s e n s e  and i n  some c o n c e i v a b l e  c o n d i t i o n s  t h a t  has  t h e  o p p o s i t e  i n t e n t  
of  what I d e t e c t  t h e  s e n t i m e n t  i s .  T h a t ’ s  one q u e s t i o n  I r a i s e .  On 
t h e  d e b t  i s s u e ,  which i s  a l e s s e r  q u e s t i o n ,  I do t h i n k  t h e r e  p robab ly
i s  a d i f f e r e n c e  g iven  what i s  e s s e n t i a l l y  d o u b l e - c o u n t i n g  i n  t h e  s t a t e  
and l o c a l  a r e a .  I d o n ’ t  know what t h e  magnitude of  t h a t  i s :  I asked 
t h e  o t h e r  day [ u n i n t e l l i g i b l e ]  t h e  answer .  I p robab ly  have o n e ,  b u t  
t h e y  d i d n ’ t  s e e  i t .  You go  up a g a i n s t  t hem- -

MR. PRELL.  I t  depends on how you do t h e  a c c o u n t i n g .  Our 
rough e s t i m a t e  i s  t h a t  t h e  impact o f  t h e  a c c e l e r a t e d  f i n a n c i n g  
a c t i v i t y  l a s t  y e a r  t h a t  was a t t r i b u t a b l e  t o  t h e  conce rns  abou t  t a x  
re form would t a c k  on  roughly  a p e r c e n t a g e  p o i n t .  If you wanted t o  
i n c l u d e  a l l  advance r e f u n d i n g  a c t i v i t y ,  much of  which was s t i m u l a t e d  
s imply  by t h e  f a c t  t h a t  i n t e r e s t  r a t e s  were lower o r  by o t h e r  
t e c h n i c a l  c o n s i d e r a t i o n s ,  t h a t  would move i n  t h e  d i r e c t i o n  t h a t  
P r e s i d e n t  Mor r i s  was t a l k i n g  about  and you would g e t  a s l i g h t l y  l a r g e r  
f i g u r e :  i t  might  move toward 1 - 1 / 2  p e r c e n t a g e  p o i n t .  

CHAIRMAN VOLCKER. Don’ t  f o r g e t ,  i t ’ s  n o t  j u s t  t h e  advance 
r e f u n d i n g  b u t  a l l  t h i s  mortgage f i n a n c i n g  i s  doub le -coun ted  t o o ,  i s n ’ t  
i t ?  

MR. PRELL. Well, y e s :  I t h i n k  t h e r e ’ s  no end t o  t h i s .  And 
t h a t ’ s  t h e  problem, u l t i m a t e l y ,  i n  hav ing  an a d j u s t e d  measure .  A l l  
s e c t o r s  o f  t h e  economy t e n d  t o  borrow and b u i l d  up a s s e t s  a t  t h e  same 
t i m e .  Sometimes we can  i d e n t i f y  s p e c i a l  f i n a n c i a l  s t r a t e g i e s  t h a t  a r e  
p e c u l i a r ,  l i k e  advance r e f u n d i n g s  o r  s e a s o n a l  d e b t  by c o r p o r a t i o n s ,  
where i f  we had t h e  d a t a  we cou ld  chop t h o s e  amounts o f f .  But t h e  
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fact is that homeowners may borrow more than they need to when buying 
a home and use that extra cash to build up their liquid assets. So if 
you start taking all these things out, you get down to fmdamental 
sectoral balances which you really can’t identify with growth of a 
debt aggregate. 

CHAIRMAN VOLCKER. Well, I’m not sure: theoretically I think 

that’s right. In practice I’m not sure that there isn’t a difference 

between an advance refunding by a state and local government and some 

consumer--


MR. PRELL. It’s hard to choose where the lines should be 

drawn. 


CHAIRMAN VOLCKER. It’s hard to know where the line is, 

that’s for sure. But I think there is a difference. And it might

affect our judgment at some particular time, whether we lean in one 

direction or another. I think it is a question of whether it would be 

useful--and a couple of people made this point--tohave some kind of a 

benchmark out there [against which to judge whether] it is excessive 

or not. In those terms I rather like it, but in fact the numbers that 

we have here seem rather excessive, even as a benchmark of 

excessivity. We start out with very high numbers, but that is a 

relatively minor point. 


MR. MARTIN. Mr. Chairman, since it is almost a duty of your

office to express the policy and views of the central bank, how could 

we drop it? I am speaking now from a political point of view, not 

from an economic point of view. From an economic point of view I 

think we ought to drop it, but politically how could we when it is 

your role. and properly so, to indicate that the leveraging of America 

has gone too far--thatthere are dangers and risks in it. How can we 

then turn around and drop it out of the pantheon? 


CHAIRMAN VOLCKER. I could argue it the other way. I just
argued against not keeping it. One could argue that these numbers are 
so high anyway that we can comment on the excessiveness of it without 
having that benchmark. So, I guess you could argue it either way:
it’s not all that critical. On the M 1  range, I’m not arguing
substance here but I just want to make sure we really think about 
whether we would be ahead of the game or behind the game by changing
the upper limit. We are going to have some language in here--language
that we may want to take a little time to play with--indicating that 
we are not going to be locked into this M1 figure, depending upon a 
lot of other developments. Given that kind of language which is not 
yet defined, unfortunately, if we change the range I think there is at 
least a risk of it getting read as if 8-1/2percent, let’s say, really
is bad. To make my case in extreme form--I’11make my case but I 
don’t feel all that strongly: Suppose M1 were running at 9 percent and 
all things considered we didn’t want to do anything about it. That’s 
a modified example of what we had last year, which wasn’t very
troublesome. Is that more troublesome if we have just raised the 
upper end of the range to 8 percent? Does that raise more questions
about why it’s running at 9 percent than if we haven’t raised the 
upper limit of the range from 7 percent? That is my simple question. 

MR. GUFFEY. It seems to me that that may be the best 

argument to readopt the range for MI that we had for the last half of 
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1985,  t h a t  i s  t h e  3 t o  8 p e r c e n t ,  a s  no change .  I t  i s  a wider  r a n g e ,
and f rom t h e  4 t o  7 p e r c e n t  t h a t  w e  gave t e n t a t i v e l y  f o r  1986 i n  J u l y
we’ve widened it on b o t h  e n d s .  

CHAIRMAN VOLCKER. You can  a r g u e  t h a t  w e ’ r e  do ing  t h e  same 
t h i n g  t h a t  we d i d  f o r  t h e  second h a l f  o f  l a s t  y e a r ;  b u t  it means 
changing  what we s a i d  f o r  1986,  which i s  what most peop le  w i l l  be 
l o o k i n g  a t ,  I t h i n k .  But you can a rgue  t h a t  p o i n t .  

MR. GUFFEY. I t  d o e s n ’ t  seem t o  m e  t h a t  enough c e r t a i n t y  h a s  
come i n t o  t h e  a b i l i t y  t o  f o r e c a s t  M 1  growth t h a t  we should  adop t  what 
we t h o u g h t  might  be  a p p r o p r i a t e  i n  J u l y  of  1985 f o r  1986.  Indeed ,  t h e  
t r a c k  r e c o r d  s u g g e s t s  t h a t  we a r e  s t i l l  u n c e r t a i n  and t h a t  t h e  wider  
r ange  i s  more a p p r o p r i a t e .  

MR. M O R R I S .  I t h i n k  w e  need t o  be a b l e  t o  f i n a n c e  7 p e r c e n t  
nominal  GNP growth .  An upper  l i m i t  of  7 p e r c e n t  means t h a t  if 
v e l o c i t y  c o n t i n u e s  n e g a t i v e ,  we a r e  go ing  t o  m i s s  t h e  t a r g e t  a g a i n .  

CHAIRMAN VOLCKER. My presumpt ion  i s  t h a t  t h e  7 p e r c e n t
wouldn’ t  be a r e a l  upper  l i m i t  any more t h a n  it was l a s t  y e a r  under  
t h o s e  c i r c u m s t a n c e s .  

V I C E  CHAIRMAN CORRIGAN.  When I spoke abou t  t h i s  e a r l i e r  and 
s a i d  t h a t  I had a s l i g h t  p r e f e r e n c e  f o r  keeping  4 t o  7 p e r c e n t .  i t  was 
p a r t l y  f o r  t h e  r eason  t h a t  you ment ioned .  To m e  i t ’ s  a q u e s t i o n  of 
t h e s e  c o n t i n g e n c i e s .  If t h e  economy i s  s o f t  and so  f o r t h ,  I t h i n k  we 
can  d e a l  w i t h  t h a t  much more e a s i l y  t h a n  t h e  o p p o s i t e .  I d o n ’ t  t h i n k  
i t  i s  j u s t  a q u e s t i o n  o f  t h e  s i g n a l  o f  t h e  upper  l i m i t  o f  8 p e r c e n t  
v e r s u s  t h e  upper  l i m i t  o f  7 p e r c e n t .  That  i s  why I t h i n k  t h e  language  
i s  v e r y  i m p o r t a n t .  

CHAIRMAN VOLCKER. Maybe w e  ought  t o  t h i n k  a b i t  abou t  t h e  
language  w e  shou ld  u s e .  U n f o r t u n a t e l y ,  I d o n ’ t  have a good s u g g e s t i o n  
t o  p u t  b e f o r e  you.  I wasn’ t  c r a z y  abou t  what was i n  t h e  [ d r a f t  i n  t h e  
Bluebook] ,  a l t h o u g h  t h a t  i s  t h e  minimum we  would have t o  s a y - - t h a t  
t h e r e  a r e  g r e a t  u n c e r t a i n t i e s  abou t  M 1 .  We can  s a y  more.  Should we 
s a y  more t h a n  t h a t ?  

MR. ANGELL. Mr. Chairman, my p r e f e r e n c e  f o r  t h e  9 p e r c e n t  
was s t r i c t l y  i n  r e s p o n s e  t o  your  que ry .  That  i s ,  it seems t o  m e  t h a t  
i f  we r a i s e  t h e  l i m i t  and d o n ’ t  mean a n y t h i n g  by t h e  new l i m i t ,  w e  
h a v e n ’ t  accompl ished  much. We’ve i n c r e a s e d  market  u n c e r t a i n t i e s .  
would p r e f e r  t o  go t o  t h e  9 p e r c e n t  because  I t h i n k  t h a t ’ s  enough 
room. I do n o t  b e l i e v e  a s  much f i n a n c i a l  i n n o v a t i o n  change w i l l  occu r  
i n  1986 a s  we had i n  1985.  S o .  i t  seems t o  me t h a t  9 p e r c e n t  w i l l  
p r o v i d e  u s  r e a s o n a b l e  o p p o r t u n i t i e s  t o  s t a y  w i t h i n  t h e  range  and t h e n  
w e  cou ld  t a k e  t h e  language  o u t ,  which I b e l i e v e  i s  c o n f u s i n g  and cou ld  
have a d v e r s e  e f f e c t s  upon [market]  views of t h e  d o l l a r .  I would 
p r e f e r  [ p r o v i d i n g ]  some more c e r t a i n t y  t o  t h e  marke t .  If a r e a l  
emergency o c c u r s  and i s  r e c o g n i z e d ,  t h a t  would have t o  be d e a l t  w i t h .  

CHAIRMAN VOLCKER. You p u t  my p o i n t  i n  ex t reme form: you
r a i s e d  it even h i g h e r .  But t h e n  you r e a l l y  g e t  t i e d  t o  i t .  

MR. ANGELL. You r e a l l y  g e t  t i e d  t o  i t .  But i f  we  want t o  
e x p r e s s  t o  t h e  marke t s  what w e  mean, it seems t o  me t h a t  t h a t  i s  t h e  
l e a s t  r i s k y  p a t h  f o r  u s .  But i t  would be  a m i s t a k e - .  

I 
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CHAIRMAN VOLCKER. Unless  you g e t  v e l o c i t y  l i k e  l a s t  y e a r .  

MR. ANGELL. Wel l ,  I t h i n k  v e l o c i t y  l i k e  l a s t  y e a r  i s  r a t h e r  
u n l i k e l y .  I d o n ’ t  s e e  why money demand would be a p t  t o  i n c r e a s e  a t  a 
r a t e  f a s t e r  t h a n  l a s t  y e a r ,  and i t  would seem t o  me t h a t  f i n a n c i a l  
i n n o v a t i o n  changes  ought  n o t  t o  c o n t r i b u t e  a s  much a s  t h e y  d i d  l a s t  
y e a r .  Mr. P r e l l ,  do you have any i d e a  what p r o p o r t i o n  of our  growth 
r a t e  l a s t  y e a r  was due t o  t h e  d e r e g u l a t i o n ?  

MR. PRELL.  Mr. Ax i l rod  may want t o  speak  t o  t h i s ,  b u t  t h e r e  
were no major  d e r e g u l a t o r y  s t e p s  l a s t  y e a r  t h a t  had t h e  immediate 
e f f e c t  o f  s h i f t i n g  funds  from one c a t e g o r y  t o  a n o t h e r .  The more 
cosmic i s s u e  i n  t h i s  c o n t e x t  i s  what t h e  cumula t ive  e f f e c t  o f  
d e r e g u l a t i o n  h a s  been on t h e  c h a r a c t e r  of t h e  a g g r e g a t e s  and t h e  
a s s o c i a t e d  i n t e r e s t  e l a s t i c i t i e s .  We t h i n k  it h a s  a l t e r e d  t h e  
c h a r a c t e r  and may e x p l a i n  why t h e r e  was such  an a p p a r e n t  s e n s i t i v i t y  
t o  t h e  d e c l i n i n g  i n t e r e s t  r a t e s .  

MR. A X I L R O D .  I n  a l a r g e  s e n s e ,  Governor A n g e l l ,  t h e  unknown 
p o r t i o n  l a s t  y e a r  was b a s i c a l l y  t h e  demand d e p o s i t  b e h a v i o r .  And I 
d o n ’ t  t h i n k  t h a t  had a n y t h i n g  t o  do a t  a l l  w i t h  d e r e g u l a t i o n .  The 
q u e s t i o n  i n  our  minds was whether  i t  had something t o  do i n  a broad 
way w i t h  t h e  a f t e r m a t h  o f  E .F .  H u t t o n ,  w i t h  banks and c o r p o r a t i o n s
b e g i n n i n g  t o  l o o k  much more c a r e f u l l y  a t  t h e i r  c a s h  management
p r a c t i c e s  and banks  t h e i r  o v e r d r a f t  p r a c t i c e s .  A q u e s t i o n  a l s o  was 
whether  it had t o  do w i t h  some of  t h e  f a i l u r e s  t h a t  o c c u r r e d  i n  t e rms  
of c l e a r i n g s  and whether  banks  began l o o k i n g  a t  o v e r d r a f t  p r a c t i c e s  
and began t o  t a k e  t h e  Board’s  p o l i c y  s e r i o u s l y  i n  t e rms  o f  d a y l i g h t
o v e r d r a f t s .  A l l  t h o s e  t h i n g s  t o g e t h e r  cou ld  have added a b i t  t o  
demand d e p o s i t  g r o w t h - - t h a t  which we c a n ’ t  e x p l a i n  th rough  normal 
i n t e r e s t  r a t e  and income r e l a t i o n s h i p s .  And t h a t  i s  t h e  s o r t  of t h i n g  
we were t h i n k i n g  might  n o t  be r e p e a t e d  t h i s  y e a r .  O f  c o u r s e  it may, 
b u t  we t h i n k  it w i l l  n o t :  t h e r e f o r e ,  we were t h i n k i n g  demand d e p o s i t
growth would be c o n s i d e r a b l y  l e s s  t h a n  t h e  8 - 1 / 2  p e r c e n t  [ i n  1 9 8 5 1 ,  
a b s e n t  a v e r y  s h a r p  d rop  i n  i n t e r e s t  r a t e s .  Those a r e  o u r  c o n j e c t u r e s  
on t h a t .  

MR. M O R R I S .  May I remind you t h a t  a y e a r  ago a t  t h i s  t i m e  w e  
were s i t t i n g  around t h i s  t a b l e  t a l k i n g  about  t h e  f a c t  t h a t  t h e r e  had 
been a one - t ime  ad jus tmen t  i n  t h e  demand f o r  M 1  which was behind  u s .  
When S t e v e  t a l k s  about  M 1  i n  1 9 7 0 ,  h e ’ s  t a l k i n g  about  a d i f f e r e n t  
an ima l .  We [now] a r e  t a l k i n g  abou t  an M 1  t h a t  b e a r s  a market  r a t e  o f  
i n t e r e s t .  I t  i s  a n  e n t i r e l y  d i f f e r e n t  phenomenon and y e t  we keep on 
d e l u d i n g  o u r s e l v e s  t h a t  what w e  c a l l  M 1  t o d a y  i s  t h e  same t h i n g  it was 
i n  t h e  ’ 7 0 s .  I t  i s n ’ t .  And it seems t o  me t h a t ’ s  t h e  fundamenta l  
s o u r c e  of  argument about  how t o  f o r e c a s t  M 1 .  

CHAIRMAN VOLCKER. I am reminded t h a t  t h e r e  i s  a s i d e  i s s u e  
t h a t  we had a l i t t l e  d i s c u s s i o n  a b o u t .  I d o n ’ t  even know what w e  c a l l  
t h e s e  t h i n g s .  Do we c a l l  them weighted  monetary i n d e x e s ?  I d o n ’ t  
t h i n k  t h e y  he lped  us v e r y  much. b u t  I t h o u g h t  it might  be  a 
c o n t r i b u t i o n  if we had a s h o r t  appendix  t o  o u r  r e p o r t  d e s c r i b i n g  t h i s  
work. We would i n t e n d  t o  add it t o  t h e  Humphrey-Hawkins R e p o r t ,  i f  
t h a t  i s  a g r e e a b l e ,  j u s t  a s  an e x p l a n a t i o n  o f  t h e  work i n  p r o g r e s s .  I t  
would n o t  be  long, b u t  would d e s c r i b e  t h e  c h a r a c t e r i s t i c s  and t e l l  t h e  
wor ld  t h a t  w e  a r e  l o o k i n g  a t  t h e s e  i n d e x e s  anyway. I t a k e  it t h e r e  i s  
no o b j e c t i o n  t o  t h a t .  
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MR. MARTIN. I t h i n k  it would be  v e r y  a p p r o p r i a t e  

CHAIRMAN VOLCKER. I s c r i b b l e d  down a coup le  o f  s e n t e n c e s  
h e r e  d e a l i n g  w i t h  t h i s  M 1  i s s u e .  I d o n ' t  know whether  I l i k e  them 
m y s e l f ,  b u t  l e t  me t r y  t h i s  o u t  on you .  S u b s t i t u t e  f o r  w h a t ' s  t h e r e :  
"With r e s p e c t  t o  M 1 ,  t h e  Committee r ecogn ized  t h a t  based  on t h e  
e x p e r i e n c e  of r e c e n t  y e a r s  t h e  behav io r  of  t h a t  a g g r e g a t e  was s u b j e c t  
t o  s u b s t a n t i a l  u n c e r t a i n t i e s  i n  i t s  r e l a t i o n s h i p s  t o  economic a c t i v i t y  
and p r i c e s  depending upon, among o t h e r  t h i n g s ,  i t s  r e s p o n s i v e n e s s  t o  
changes i n  i n t e r e s t  r a t e s .  I t  ag reed  t h a t  a n  a p p r o p r i a t e  t a r g e t  under  
e x i s t i n g  c i r c u m s t a n c e s  i s - - w h a t e v e r  we make i t - - b u t  it i n t e n d e d  t o  
e v a l u a t e  movements i n  M1 i n  t h e  l i g h t  o f  i t s  c o n s i s t e n c y  w i t h  o t h e r  
monetary a g g r e g a t e s . "  

MR. M A R T I N .  I t  would be a p p r o p r i a t e  t o  have language  which 
would s a y  "and t h e r e f o r e  a wide range  h a s  been s e t " - - i f  we s e t  a wide 
r ange .  

CHAIRMAN VOLCKER. T h i s  would e x p l a i n  t h e  wide r a n g e ,  I 
t h i n k - - w e l l ,  assuming whatever  range  we d e c i d e  [ i s  w i d e l .  

MR. BLACK. I t  would r a t i o n a l i z e  a nar rower  range  t o o .  

CHAIRMAN VOLCKER. I t h i n k  i t  i s  independent  o f  t h e  r a n g e .  
Maybe I ought  t o  g e t  t h i s  t yped  and we can  l o o k  a t  i t .  Nobody can 
r ead  my w r i t i n g ,  I s u s p e c t :  I have it s c r i b b l e d  h e r e .  We c l e a r l y  need 
s o m e  l anguage .  A range  of 6 t o  9 p e r c e n t  seems t o  r e p r e s e n t  t h e  
consensus  on  M2 and M3. I d o n ' t  know what t h e  consensus  i s  on d e b t :  
m o s t  peop le  t h o u g h t  we ought  t o  keep someth ing .  We had s c a t t e r e d  
views a s  t o  what i t  shou ld  be if we k e p t  i t .  If we want t o  avo id  h a l f  
p e r c e n t s ,  we cou ld  u s e  8 t o  11 p e r c e n t  o r  9 t o  1 2  p e r c e n t .  Can we 
d i s p o s e  o f  t h a t  one? Was i t  9 t o  1 2  p e r c e n t  l a s t  y e a r ?  

MR. A X I L R O D .  Yes.  

M R .  R I C E .  What i s  wrong w i t h  h a l f  p e r c e n t s ?  

CHAIRMAN VOLCKER. Wel l ,  n o t h i n g .  

M R .  R I C E .  I f  you t h i n k  it i s  go ing  t o  come w i t h i n  t h e  h a l f - 

CHAIRMAN VOLCKER. Le t  me j u s t  a s k  f o r  p r e f e r e n c e s .  How many 
p r e f e r  8 t o  11 p e r c e n t ?  Seven: we have a m a j o r i t y  a l r e a d y .  How many 
p r e f e r  8-112 t o  1 1 - 1 1 2  p e r c e n t ?  We have o n e ,  anyway. Le t  me j u s t  g e t
p r e f e r e n c e s  o f  Committee members a t  t h i s  p o i n t .  Who p r e f e r s  9 t o  1 2  
p e r c e n t ?  Four .  Wel l ,  t h e r e  i s  a c l e a r  p r e f e r e n c e  f o r  8 t o  11 
p e r c e n t .  Can we l i v e  w i t h  t h a t ?  The compromise i s  Mr. R i c e ' s  [8-112 
t o  11-112 p e r c e n t ] .  

MR. R I C E .  Well .  we have r eason  t o  b e l i e v e  t h a t  we a r e  going  
t o  m i s s  t h e  8 t o  11 p e r c e n t .  

CHAIRMAN VOLCKER. We have r eason  t o  b e l i e v e  t h a t  we might 
m i s s  i t .  But t h o s e  e s t i m a t e s  l a s t  y e a r  were of f  by 2 p e r c e n t a g e  
p o i n t s  o r  s o .  

MR. M A R T I N .  We h a v e n ' t  a n y t h i n g  t o  do w i t h  whether  o r  n o t  we 
miss i t .  What d i f f e r e n c e  does i t  make? 
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CHAIRMAN VOLCKER. I t h i n k  t h e  p o i n t  i s  t h a t  if we p u t  i n  
someth ing  l i k e  Frank M o r r i s ’  c a v e a t s  about  mismeasurement,  nobody w i l l  
c a r e  about  8 t o  11 p e r c e n t .  

MR. MARTIN.  I am denying  we missed it l a s t  y e a r  

CHAIRMAN VOLCKER. Nobody pays g r e a t  a t t e n t i o n  t o  t h i s  as an 
o p e r a t i o n a l  v a r i a b l e .  I t h i n k  “ m o n i t o r i n g “  i s  a b s o l u t e l y  t h e  p r e c i s e  
word t o  d e s c r i b e  i t .  We l o o k  a t  it i n  a g e n e r a l  way b u t  it d o e s n ’ t  
have much p o l i c y  s i g n i f i c a n c e .  T h i s  i s  no f e d e r a l  i s s u e  t o  me. We 
have a m a j o r i t y  f o r  8 t o  11 p e r c e n t ;  we have a s u b s t a n t i a l  m i n o r i t y  
f o r  9 t o  12 p e r c e n t ;  t h e  obvious  middle  c o u r s e  i s  8-112 t o  1 1 - 1 / 2  
p e r c e n t ,  b u t  t h a t  l o o k s  l i k e  f i n e  t u n i n g .  What do you want t o  do? 

MR. FORRESTAL. A s  one who v o t e d  f o r  9 t o  1 2  p e r c e n t ,  I t h i n k  
t h e  h a l f  p o i n t s  do imply a p r e c i s i o n  t h a t  we a r e  neve r  going  t o  g e t .  
And peop le  r e a l l y  d o n ’ t  l ook  a t  t h i s  v e r y  much anyway. S o ,  I would be 
j u s t  a s  happy t o  go w i t h  8 t o  11 p e r c e n t .  

MR. PARRY.  Why n o t  widen t h e  r ange  on t h a t  o n e ,  i f  t h e r e  a r e  
so many u n c e r t a i n t i e s ?  

CHAIRMAN VOLCKER. 8 t o  1 2  p e r c e n t ?  

MR. PARRY. Sure  

CHAIRMAN VOLCKER. T h a t ’ s  a n o t h e r  way t o  compromise. 

MR. A X I L R O D .  T h a t ’ s  f i n e .  

MR. R I C E .  I cou ld  go w i t h  8 t o  1 2  p e r c e n t .  

V I C E  CHAIRMAN C O R R I G A N .  T h i s  i s  r e a l l y  a s m a l l  p o i n t ,  b u t  
t h e  e i s  t h i s  t remendous conce rn  about  d e b t  i n  t h e  economy. I d o n ’ t  
c a r e  what a d j u s t m e n t s  you make f o r  advance r e f u n d i n g s  o r  a n y t h i n g  
e l s e ,  it i s  a t remendous c o n c e r n .  The numbers d o n ’ t  mean a d a r n  
t h i n g ,  b u t  we have a p u b l i s h e d  t a r g e t  on  t h e  r e c o r d  of a m o n i t o r i n g  
r ange  of 8 t o  11 p e r c e n t .  Given a l l  t h e  concern  i n  t h e  m a r k e t p l a c e  
about  d e b t  and g iven  t h e  concern  abroad  about  d e b t  accumula t ing  i n  t h e  
Uni ted  S t a t e s ,  what s i g n a l s  does  it send t o  r a i s e  i t  from t h e  
t e n t a t i v e  t a r g e t  of 8 t o  11  p e r c e n t  t o  9 t o  1 2  o r  someth ing  l i k e  t h a t ?  
I ’ m  n o t  go ing  t o  go  t o  war o v e r  i t ,  b u t  I t h i n k  i t  i s  s e n d i n g  t h e  
wrong s i g n a l s .  

M S .  SEGER. But we d o n ’ t  c o n t r o l  i t .  I t h i n k  t h a t  i s  t h e  
p o i n t .  

V I C E  CHAIRMAN CORRIGAN.  That  i s  b e s i d e  t h e  p o i n t .  I ’ m  
t h i n k i n g  o f  i t  i n  t h i s  benchmark s e n s e .  

MR. ANGELL. I a g r e e  w i t h  M r .  C o r r i g a n .  

M R .  BLACK. I do t o o .  

CHAIRMAN VOLCKER. T e n t a t i v e l y ,  i t  l o o k s  l i k e  8 t o  11 
p e r c e n t .  On M 1 ,  I exp res sed  my o n l y  concern  abou t  M 1 :  I t h i n k  we 
have - -
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MR. J O H N S O N .  You made an i m p o r t a n t  p o i n t ,  I t h i n k .  I f  i t ’ s  
j u s t  s l i g h t l y  above t a r g e t ,  we run  t h e  r i s k  of  hav ing  t h e  marke t s  t a k e  
it v e r y  s e r i o u s l y - - m u c h  more s e r i o u s l y  t h a n  i f  it were runn ing  way 
above and it was f a i r l y  c l e a r  t h a t  i t  would be i m p o s s i b l e  t o  t r y  t o  
g e t  it back i n t o  t h e  t a r g e t  range  a s  w e l l  a s  t h a t  it o b v i o u s l y  was n o t  
a major  c o n c e r n .  I do worry abou t  f i n a n c i a l  market  u n c e r t a i n t i e s  when 
M 1  i s  h o v e r i n g  a p e r c e n t a g e  p o i n t  o r  so  above t a r g e t  and t h e r e  i s  a 
l o t  of  u n c e r t a i n t y  abou t  whether  t h e  Fed i s  going  t o  t r y  t o  t a k e  
a c t i o n  t o  g e t  back  w i t h i n  t h e  t a r g e t  o r  l e t  it go .  I t h i n k  it i s  
i m p o r t a n t :  how i m p o r t a n t - - ?  There  i s  a J u l y  h e a r i n g ,  r i g h t ?  Is it 
o f t e n  changed t h e n ?  I r e a l l y  c a n ’ t  remember. 

CHAIRMAN VOLCKER. Three  o r  f o u r  t i m e s  

MR. A X I L R O D .  The Committee has  changed M 1  q u i t e  a l o t .  

MR. BOEHNE. We d i d  i t  l a s t  y e a r .  

CHAIRMAN VOLCKER. I t h i n k  it i s  n o t  t y p i c a l .  b u t  it i s  n o t  
r e a l l y  unusua l  e i t h e r .  

MR. JOHNSON. My p o i n t  i s  t h a t  most of t h i s  i s  a f o r e c a s t ,  
b u t  a t  l e a s t  t h e  d a t a  f o r  1 - 1 / 2  months of t h e  f i r s t  q u a r t e r  d o n ’ t  l ook  
t o o  bad .  Of c o u r s e  t h i s  cou ld  t u r n  around q u i c k l y  i n  one q u a r t e r .  b u t  
if w e  a r e  going  t o  s e t  a t a r g e t ,  a wider  p a t h ,  w e  ought  t o  t a k e  it 
s e r i o u s l y  a t  l e a s t  u n t i l  midyea r .  And if we have r e a s o n  t o  change i t  
t h e n  we can change i t - - u n l e s s  we a r e  go ing  t o  p u t  o u t  some s t a t e m e n t s  
a l o n g  t h e  way t h a t  make it c l e a r  t o  f i n a n c i a l  marke t s  t h a t  a s l i g h t  
amount of  e x c e s s  above t a r g e t  does  n o t  imply p o l i c y  a c t i o n .  There  a r e  
u n c e r t a i n t i e s  around n o t  mee t ing  i t  d u r i n g  t h i s  i n t e r m e d i a t e  p e r i o d .  
I d o n ’ t  know what i s  go ing  t o  happen e i t h e r ,  b u t  i f  w e  a r e  go ing  t o  
set  a t a r g e t  we ought  t o  t a k e  it f a i r l y  s e r i o u s l y  and t h e n  t a k e  some 
fo rma l  o c c a s i o n  t o  a d j u s t  i t .  If  J u l y  i s  a fo rma l  o c c a s i o n  f o r  do ing  
s o ,  t h a t  might  be a good t i m e .  

CHAIRMAN VOLCKER. There  i s  n o t h i n g  t o  s a y  t h a t  w e  c a n ’ t  
change t h e s e  t a r g e t s  o t h e r  t h a n  i n  J u l y .  I d o n ’ t  know t h a t  we e v e r  
have .  But we have announced o t h e r  t h a n  i n  J u l y  o r  Februa ry  t h a t  we 
were n o t  o b s e r v i n g - . .  There  was some r i g a m a r o l e  t h a t  g o t  some 
a t t e n t i o n  when it s h o u l d n ’ t  have l a s t  October/November when we t r i e d  
t o  s a y  i n  a n  u n o b t r u s i v e  way, because  peop le  were c o n s c i e n c e  s t r i c k e n ,  
t h a t  we c l e a r l y  w e r e n ’ t  go ing  t o  meet t h e  t a r g e t s .  We t h o u g h t  we 
ought  t o  t e l l  peop le  t h a t  we weren ’ t  r e a l l y  t r y i n g  t o  meet t h e  t a r g e t s  
and we d i d  t e l l  them. I t  got  a l o t  of a t t e n t i o n  a t  t h e  t i m e  and had a 
l i t t l e  market  e f f e c t  f o r  a few d a y s .  We o b v i o u s l y  w e r e n ’ t  [go ing  t o  
meet them] anyway. But we do t h a t  if we make a d e c i s i o n  t h a t  we a r e ,  
i n  e f f e c t .  g i v i n g  up on t h e  t a r g e t .  

MR. J O H N S O N .  We l l ,  maybe t h a t ’ s  t h e  b e s t  way t o  do i t :  t o  
p r o v i d e  i n f o r m a t i o n  c a r e f u l l y  a l o n g  t h e  way abou t  how s e r i o u s l y  t o  
t a k e  t h e  l e v e l  o f  M 1  r e l a t i v e  t o  t h e  t a r g e t .  We d o n ’ t  have t o  s a y
a n y t h i n g  i f  it i s  on t a r g e t ,  b u t  obv ious ly  w e  need a l o t  of 
communication i f  i t  i s  n o t .  

V I C E  CHAIRMAN CORRIGAN.  If i n  May o r  June  o r  someth ing  l i k e  
t h a t ,  M 1  i s  growing a t  9 p e r c e n t  and t h e  economy i s  l o u s y  and v e l o c i t y
i s  e i t h e r  e m p i r i c a l l y  o r  o t h e r w i s e  d e c l i n i n g ,  I d o n ’ t  t h i n k  t h e  market  
i s  go ing  t o  worry a t  a l l .  A s  a m a t t e r  of f a c t ,  I was amused r e a d i n g  a 
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memorandum t h a t  one of  Mr. S t e r n l i g h t ’ s  peop le  gave me y e s t e r d a y ,  by 
some f e l l o w - - I  d o n ’ t  know who it was--who s a i d  t h a t  [ a t  h i s  f i r m 1  t h e y  
d o n ’ t  even s t a y  around on Thursday a f t e r n o o n  u n t i l  4 : 3 0  any more t o  
g e t  t h e  money numbers so  t h a t  t h e y  can  t r a d e  ori them: t h e y  go home a t  
4 o ’ c l o c k .  The problem i s  on t h e  o t h e r  s i d e .  I f  we g e t  o u t  t h e r e  i n  
1986 some t i m e  a n d ,  j u s t  t o  t a k e  an example,  money h a s  grown a t  8 
p e r c e n t  and v e l o c i t y  i s  i n c r e a s i n g  and nominal  GNP i s  r i s i n g  by 10  o r  
11 p e r c e n t ,  you a r e  d a r n  r i g h t  t h e  market  i s  going  t o  worry about  
t h a t .  The q u e s t i o n  i s  go ing  t o  be  how we respond t o  t h a t .  That  i s  
t h e  tough one .  

MR. J O H N S O N .  They ought  t o  know how w e ’ l l  r espond:  t h a t  
we’ve go t  t o  do something abou t  t h a t .  

CHAIRMAN VOLCKER. A f t e r  l i s t e n i n g  t o  a l l  of t h i s .  t h e  
i n i t i a l  p r e f e r e n c e  of  most p e o p l e - - b u t  n o t  everybody,  f o r  s u r e - - w a s  3 
t o  8 p e r c e n t .  We have one 3 t o  9 p e r c e n t  and some a t  4 t o  7 p e r c e n t  
o r  4 t o  8 p e r c e n t .  You h e a r d  my r e s e r v a t i o n ,  b u t  I d o n ’ t  f e e l  a l l  
t h a t  s t r o n g l y  abou t  i t .  Whatever range  we h a v e ,  we need some 
[ e x p l a n a t o r y ]  l anguage .  Does 3 t o  8 r e p r e s e n t  t h e  b e s t  consensus  we 
have? I d o n ’ t  h e a r  any o p p o s i t i o n  t o  t h a t .  You want t o  change t h e  
t e n t a t i v e  r a n g e ,  w i t h  c a v e a t s .  Wel l ,  t h a t  sounds l i k e  where we a r e  
t e n t a t i v e l y .  I guess  we can  v o t e ,  b u t  I d o n ’ t  know whether  we should  
v o t e  w i t h o u t  s e e i n g  t h e  l anguage .  Why d o n ’ t  w e  t u r n  t o  t he  language  
f o r  t h e  r anges  and s e e  what o t h e r  comments peop le  might  have? T h i s  
d r a f t  l anguage  t a k e s  o u t  a l l  t h e  b u s i n e s s  s a y i n g  t h a t  we might  be i n  
t h e  upper  p a r t  of t h e  r a n g e s .  I d o n ’ t  t h i n k  we a r e  s a y i n g  t h a t ,  if I 
unde r s t and  c o r r e c t l y ,  w i t h  r e s p e c t  t o  M2 and M3--0r a t  l e a s t  I need 
guidance  on t h i s .  We have a t  t i m e s  i n  t h e  p a s t ,  n o t  i n f r e q u e n t l y .  
s a i d  t h a t  we expec ted  t o  b e  i n  t h e  upper  p a r t  of t h e  r a n g e s .  We a r e  
n o t  s a y i n g  t h a t  t h i s  t i m e ;  t h e  e s t i m a t e  s a y s  t h a t  w e  ought  t o  be 
roughly  i n  t h e  middle  o f  t h e  r a n g e s ,  r i g h t ?  

MR. A X I L R O D .  O r  t h e r e a b o u t s .  We had p u t  some language  i n  
t h a t  s a i d  [ t h e  Committee would] c o n t i n u e  t o  examine i t  i n  l i g h t  of 
v e l o c i t y ,  which by i m p l i c a t i o n  would t a k e  c a r e  of  t h e  n e e d - -

MR. BLACK. I t h i n k  S teve  makes a good p o i n t ,  M r .  Chairman. 
The language  s a y s  M 1  i s  s u b j e c t  t o  s u b s t a n t i a l  u n c e r t a i n t i e s .  I 
wonder i f  it wou ldn’ t  be b e t t e r  t o  s a y  t h e  v e l o c i t y  o f  M 1 .  

CHAIRMAN VOLCKER. Wel l ,  I ’ m  l o o k i n g  a t  t h e  e a r l i e r  v e r s i o n ,  
t h e  p a r t  t h a t ’ s  c r o s s e d  o u t .  A t  midyear  sometimes we have s a i d  t h a t  
we e x p e c t  t o  be i n  t h e  upper  p a r t  o f  t h e  r ange .  We’re n o t  s a y i n g  t h a t  
t h i s  t i m e .  

MR. A X I L R O D .  We s u b s t i t u t e d .  

CHAIRMAN VOLCKER. [ U n i n t e l l i g i b l e ]  w e  t a k e  t h a t  o u t .  

MR. A X I L R O D .  Yes.  

CHAIRMAN VOLCKER. I ’ m  n o t  s a y i n g  t h a t ’ s  i n a p p r o p r i a t e :  I 
j u s t  want t o  u n d e r s t a n d .  We’re n o t  s a y i n g  t h a t .  

MR. A X I L R O D .  We t r i e d  t o  cove r  i t  by i m p l i c a t i o n  on bo th  
s i d e s  on t h e - -



2111-12186 - 4 4 - 


CHAIRMAN VOLCKER. Yes, that covers it on both sides. Now, 

my language is a substitute for that capitalized language in the first 

sentence, but not for the second sentence. It's pretty standard 

boilerplate or close to it: "The Committee understood that policy

implementation would require continuing appraisal of the relationships 

among the various measures of money and credit, their velocity trends, 

and indicators of economic activity and prices"--thisis apart from 

smaller grammatical errors--"dependingamong other things on its 

responsiveness to changes in interest rates. It agreed that an 

appropriate target would be," I suppose. 


MR. MARTIN. "Target" or "target range"? 


CHAIRMAN VOLCKER. "Target range" it should be. I'm not sure 

that last phrase quite captures what- 


VICE CHAIRMAN CORRIGAN. How about if in that last part we 

said "in light of its consistency with the monetary aggregates.

developments in the economy and financial markets, and the need to 

resist any buildup in inflationary pressures" or something like that? 


CHAIRMAN VOLCKER. That is all right with me. I guess if we 

did something like that it almost replaces the next sentence too. 


VICE CHAIRMAN CORRIGAN. Yes. 


MR. MARTIN. It tilts it toward the inflationary pressures-


VICE CHAIRMAN CORRIGAN. No. the first thing is developments

in the economy. 


MR. MARTIN. There's disinflation in the economy with the oil 
price [decline]. Does that sound consistent with all we've just
heard--thatoil prices may go down another $5? 

VICE CHAIRMAN CORRIGAN. Well, the point is it's contingent.

It doesn't say that it is going to happen. 


MR. MARTIN. Yes, I appreciate the contingency so long as it 

is symmetrical. 


VICE CHAIRMAN CORRIGAN. I envision it as symmetrical.

That's why I would put "the developments in the economy" first. 


CHAIRMAN VOLCKER. What did you say? 


VICE CHAIRMAN CORRIGAN. "It intended to evaluate the growth

of M1 in light of its consistency with the other monetary aggregates,

developments in the economy and financial markets, and the need to"-- 

maybe "resist" is too strong a word--"bemindful of any buildup in 

inflationary pressures that might materialize over the course of the 
year. '' 

MR. MARTIN. "Developments in the economy that might indicate 

weakness"? 


VICE CHAIRMAN CORRIGAN. That is fine because, as I said, I 

had in mind to be symmetrical about it. 
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MR. MARTIN. That makes it symmetric. That was your

intention, 


CHAIRMAN VOLCKER. All things to all people. What I really

conternplated in doing this--andmaybe you don't want to do it--wasnot 

to cite M in the first sentence of the targets. We could start out 

by establishing ranges for monetary growth measured from the fourth 

quarter for M2 and M3. And then this would cover the M1 target. 


MR. MARTIN. If we don't make that amendment, then we really 
are featuring MI: we are starting with M 1  and finishing with M1. 

VICE CHAIRMAN CORRIGAN. Do you have in mind that they are of 

roughly equal weight? You don't have in mind a monitoring range? 


CHAIRMAN VOLCKER. No, I don't have in mind a monitoring 

range, but in some sense I think this doesn't give it equal weight. 


VICE CHAIRMAN CORRIGAN. Good: it shouldn't have equal

weight. That is all right with me if we can avoid specifically

denoting it as a monitoring range. 


MR. MARTIN. Yes, I wouldn't. 


CHAIRMAN VOLCKER. N o ,  I wouldn't do that. But another way
of doing it is to put a sentence like this in first. 

MR. MARTIN. Yes. 


CHAIRMAN VOLCKER. And then follow with the 


MR. ANGELL. Yes. I would prefer that 


CHAIRMAN VOLCKER. Let me see how this flows here. How does 
the first paragraph start out? We need another transitional sentence 
if we put it first, I guess. "In furtherance of these objectives, the 
Committee agreed to establish ranges for monetary growth measured from 
the fourth quarter of 1985 to the fourth quarter of 1986. With 
respect to M1- - " 

MR. AXILROD. --"theCommittee agreed on the following

ranges" period. "With respect to--" 


CHAIRMAN VOLCKER. If we take this other tack, I think I 

would say "The Committee agreed that an appropriate range in the 

existing circumstances would be" whatever that is. "It intends to 

evaluate movements in M1 in light of its consistency with the other 

monetary aggregates, developments in the economy and financial markets 

and potential inflationary pressures." That is a simpler way of 

saying it and covers everything, it seems to me. 


MR. MARTIN. It is a little weighted toward fear of inflation 

whereas if it said "[developments] in the economy that might indicate 

weakness" 


CHAIRMAN VOLCKER. We are going to be responsive ultimately 

to developments that indicate excessive strength. 
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MR. M A R T I N .  S u r e .  

CHAIRMAN VOLCKER. I t h i n k  t h i s  i s  k i n d  o f  n e u t r a l .  What 
about  t h e  number? Is 3 t o  8 p e r c e n t  what we want it t o  b e ,  a f t e r  due 
c o n s i d e r a t i o n ?  

MR. ANGELL. There  seems t o  be a consensus .  

CHAIRMAN VOLCKER. Then I guess  what we'd s a y  i s :  " I n  
f u r t h e r a n c e  o f  t h e s e  o b j e c t i v e s ,  t h e  Committee e s t a b l i s h e d  t h e  
f o l l o w i n g  r a n g e s .  With r e s p e c t  t o  M 1 ,  t h e  Committee r ecogn ized  t h a t  
based  on e x p e r i e n c e  i n  r e c e n t  y e a r s  t h e  behav io r  of  t h a t  a g g r e g a t e  was 
s u b j e c t  t o  s u b s t a n t i a l  u n c e r t a i n t i e s  depending o n ,  among o t h e r  t h i n g s ,
i t s  r e s p o n s i v e n e s s  t o  changes i n  i n t e r e s t  r a t e s .  I t  ag reed  t h a t  a n  
a p p r o p r i a t e  t a r g e t  r ange  under  e x i s t i n g  c i r c u m s t a n c e s  would be 3 t o  8 
p e r c e n t .  I t  i n t e n d s  t o  e v a l u a t e  movements i n  M 1  i n  l i g h t  o f  i t s  
c o n s i s t e n c y  w i t h  t h e  o t h e r  monetary a g g r e g a t e s ,  developments  i n  t h e  
economy and f i n a n c i a l  m a r k e t s ,  and p o t e n t i a l  i n f l a t i o n a r y  p r e s s u r e s .  
I t  adopted  a r ange  of 6 t o  9 p e r c e n t  f o r  M2 and 6 t o  9 p e r c e n t  f o r  M3. 
The a s s o c i a t e d  r ange  f o r  growth i n  t o t a l  domest ic  n o n f i n a n c i a l  d e b t  
w a s - - "  What d i d  w e  say?  

S P E A K E R ( ? ) .  8 t o  11 p e r c e n t .  

CHAIRMAN VOLCKER. - - 8  t o  11 p e r c e n t . "  Then I guess w e  d o n ' t  
need t h a t  o t h e r  s e n t e n c e  a t  a l l  and t h a t ' s  t h e  end o f  t h e  pa rag raph .
What we d o n ' t  s a y  s p e c i f i c a l l y  i s  t h a t  w e ' l l  e v a l u a t e  t h o s e  o t h e r  
t a r g e t  r anges  depending  upon v e l o c i t y .  I ' m  n o t  s u r e  t h a t ' s  n e c e s s a r y .  
Do we know what we  a r e  v o t i n g  on? Does anybody have a n y t h i n g  e l s e  t o  
say?  If n o t ,  [ l e t ' s  v o t e ] .  

MR. BERNARD. 
Chairman Volcker  Yes 
Vice Chairman C o r r i g a n  Yes 
Governor Angel1 Yes 
P r e s i d e n t  Black  Yes 
P r e s i d e n t  F o r r e s t a l  Yes 
Governor Johnson Yes 
P r e s i d e n t  Keehn Yes 
Governor Mar t in  Yes 
P r e s i d e n t  P a r r y  Yes 
Governor Rice  Yes 
Governor Seger  Yes 
Governor Wal l i ch  Yes 

CHAIRMAN VOLCKER. We can  t u r n  t o  t h e  d i s c u s s i o n  on t h e  s h o r t  
t e rm o r  whatever  e l se  w e  a r e  going  t o  d o .  

MR. A X I L R O D .  M r .  Chairman, i n  l i g h t  o f  t h e  d i s c u s s i o n  on t h e  
l o n g  run  and t h e  nar rowness  o f  t h e  r anges  I should  ment ion .  a s  t h e  
Committee members s u r e l y  know. t h a t  t h e  wid th  of  t h e  a l t e r n a t i v e s  i s  
nar rower  t h a n  t h e  l i k e l y  r ange  o f  e r r o r  i n  t h e  outcome. 

CHAIRMAN VOLCKER. T h a t ' s  u s u a l l y  t r u e .  

MR. AXILROD. The Committee a t  i t s  l a s t  mee t ing  had 
e s t a b l i s h e d  wider  [ s h o r t - r u n ]  r anges  f o r  M 1 ,  M2 and M3 t h a n  had been 
t h e  p r a c t i c e  f o r  some t i m e .  Because o f  t h e  wid th  o f  t h e  r a n g e s ,  and 
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given the fact that December turned out to be pretty close to 

projections and January is coming in low--lowerthan we had projected 

--twoof the alternatives, A and B, are consistent with those ranges

that had been established. As you can see, alternative B is 

predicated on no further change in bank reserve pressures from what 

had been adopted at the last meeting. Under Alternative B, we expect

growth rates to be close to the lower end of the 6 to 8 and 7 to 9 

percent ranges adopted-


CHAIRMAN VOLCKER. What did we have? We had 7 to 9 percent

for M1 and 6 to 8 percent for the two others? 


MR. AXILROD. Right. And that assumes that January growth in 

fact will be about 1-1/2 percent by the time we put out the new 

numbers. which are virtually completed. Alternative A assumes some 

further easing of bank reserve pressures and would have an accelerated 

growth, we think, in M1 and M2 in February and March. But over a 

four-month period, the average would still be at growth rates within 

the ranges adopted by the Committee at the last meeting. I think 

alternative C is not particularly relevant, if the Committee accepts

the staff view that that was predicated on adopting a tighter

alternative long-run target than that adopted. Although, of course, 

in some sense. those ranges are not inconsistent with the long-run 

ranges that the Committee has adopted--exceptpossibly for M2: [the

aggregates] just move down in those ranges faster. 


Mr. Chairman, I really don’t have much more to add. I should 

mention that, in the past, the Committee has sometimes moved to a 

December base at this point in the first quarter. We have suggested

leaving the November base because the likely growth is not too far out 

of the ranges that the Committee already has adopted. So there is a 

possibility of simply leaving [unchanged] the directive and the ranges

covering the period through March whether or not the Committee decides 

to keep reserve pressures unchanged or to ease them. The alternative 

would be to move to a December base: but in that case I think some of 

the numbers would have to be lowered from what had been adopted. 


CHAIRMAN VOLCKER. Let me just deal with that pictorial

question. Ordinarily we would change to a December base at this 

point. but there is the peculiarity this year that we had a very high

December, at least for M1, and a low January. So, presumably, if we 

moved to a December base, we’d have to lower all these figures quite

significantly just to reflect the fact that when we leave out December 

we start off with an exceptionally low figure. Arithmetically. you

arrive at the same result: it is just a question of whether we want to 

stay close to or the same as what we had [in the directive] last time. 


MR. AXILROD. I should say in that context, Mr. Chairman. 

that generally we attempt to review at the mid-quarter meeting whether 

the targets set at the beginning-of-the-quartermeeting are feasible. 

Our general feeling was that they seemed feasible: it is just this 

matter of the November or December base. We didn’t see a great need 

to change it. 


CHAIRMAN VOLCKER. Do we accept that method of proceeding? 


VICE CHAIRMAN CORRIGAN. I would. 
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SEVERAL. Yes.  

CHAIRMAN VOLCKER. Why d o n ' t  w e  t a k e  a b r e a k  r i g h t  now and 
come back and r e s o l v e  t h i s  i s s u e ?  

[Coffee break1 

CHAIRMAN VOLCKER. Le t  me j u s t  make a coup le  of comments w i t h  
r e s p e c t  t o  t h i s  d e c i s i o n :  t h e s e  a l l  r e l a t e  t o  t h e  o p e r a t i o n a l
d e c i s i o n ,  which I presume w i l l  be on t h e  l e v e l  o f  bor rowing .  I t h i n k  
t h a t  m o s t  peop le  a r e  [ n o t ]  go ing  t o  want t o  change our  approach  
r a d i c a l l y  a t  t h i s  mee t ing .  The s e t t i n g  t h a t  w e  a r e  i n - - G o v e r n o r  
Mar t in  used t h e  word " u n c e r t a i n t y "  and t h a t  i s  one way o f  p u t t i n g  i t .  
The synonym i s  " c o n f u s i n g . "  That i s  what I got  from l i s t e n i n g  t o  a l l  
of  you y e s t e r d a y .  You have v a r y i n g  views about  t h e  o u t l o o k .  You 
emphasize q u i t e  d i f f e r e n t  t h i n g s ,  and t h a t  i s  q u i t e  u n d e r s t a n d a b l e .  
A l l  o f  t h e  i n d i v i d u a l  views a r e  q u i t e  p e r s u a s i v e ,  b u t  t h e y  a r e  n o t  a l l  
c o n s i s t e n t  w i t h  each  o t h e r .  which I t h i n k  i s  t h e  confus ing  a s p e c t .
Obv ious ly ,  w e  have had s t r o n g e r  d a t a  r e c e n t l y :  t h e  employment d a t a  i n  
p a r t i c u l a r  have been v e r y  s t r o n g .  One i s  l e f t  w i t h  t h i s  uneasy
f e e l i n g  t h a t  t h a t  i s  n o t  matched by e q u a l  s t r e n g t h  c u r r e n t l y  o r  
p r o s p e c t i v e l y  i n  a number o f  t h e  key s e c t o r s  o f  t h e  economy. I t  i s  a 
l i t t l e  ha rd  t o  p i e c e  [ t o g e t h e r ]  j u s t  where t h e  s t r e n g t h  w i l l  come from 
th rough  t h e  y e a r .  We have had a l o t  o f  monetary expans ion  and a l o t  
o f  d e b t  expans ion ,  and from t h a t  s t a n d p o i n t  t h e r e  seems t o  be  ample
l i q u i d i t y .  But I h e s i t a t e  t o  b e l i e v e  t h i s  r e c e n t  good d a t a  o r  t o  
b e l i e v e  t h e  p a r t  t h a t  s t a t e s  t h e r e  a r e  p o t e n t i a l l y  weak s e c t o r s  o u t  
t h e r e ,  l o o k i n g  ahead a y e a r  o r  s o .  I am reminded o f  t h e  o l d  adage of  
C h a r l i e  K i n d l e b e r g e r :  I n  t h i s  k ind  o f  s i t u a t i o n ,  j u s t  d o n ' t  do 
a n y t h i n g :  s t a n d  t h e r e .  I s u s p e c t  t h a t  may be good a d v i c e  i n  t h i s  
c i r c u m s t a n c e .  

I g e t  more concerned a s  t i m e  p a s s e s  abou t  an u n d e r l y i n g
f a c t o r  h e r e .  I had assumed t h a t  w e  were a t  l e a s t  a y e a r ,  o r  maybe 2 
y e a r s ,  o f f  from any concern  abou t  g e n e r a l  p r e s s u r e s  on t h e  economy o r  
c a p a c i t y ,  looked  a t  v e r y  b r o a d l y .  These p r o d u c t i v i t y  f i g u r e s  s u r e  
look  p r e t t y  s o u r .  And t h a t  r a i s e s  a q u e s t i o n  abou t  what o u r  growth
p o t e n t i a l  r e a l l y  i s .  We have had unemployment d e c l i n i n g  someth ing
l i k e  a h a l f  p e r c e n t a g e  p o i n t  ove r  t h e  l a s t  s i x  months,  i f  one b e l i e v e s  
t h i s  l a s t  f i g u r e .  Maybe we w i l l  g e t  a r e v e r s a l  of t h a t  i n  Februa ry  s o  
t h a t  w i l l  l o o k  d i f f e r e n t .  But where we a r e  now, g e t t i n g  a s i z a b l e  
d e c l i n e  i n  unemployment w i t h  t h e  economy g r o w i n g - - I  d o n ' t  know what i t  
h a s  averaged  ove r  t h e  l a s t  6 m o n t h s - - l e s s  t h a n  3 p e r c e n t  h a s n ' t  i t? 
Wel l ,  t h a t  l o o k s  low: i t  makes you wonder. On t h e  o t h e r  hand .  you
wonder how much we can t a k e  w i t h o u t  pushing  t h e  unemployment r a t e  
p r e t t y  f a s t .  None of t h e  p r o j e c t i o n s  s u g g e s t s  t h a t ,  b u t  t h e  
p r o j e c t i o n s  a r e  n o t  c o n s i s t e n t  w i t h  what h a s  happened ove r  t he  l a s t  
f i v e  o r  s i x  months e i t h e r  i n  t h e  r e l a t i o n s h i p  between economic growth
and unemployment. Maybe it i s  a f l u k e :  maybe it w i l l  a l l  go away i n  
t h e  f i g u r e s  ove r  t h e  n e x t  coup le  months.  But i t  l e a v e s  me w i t h  more 
q u e s t i o n s  i n  my mind t h a n  I had b e f o r e  about  what o u r  growth p o t e n t i a l
i s .  

And, o f  c o u r s e ,  t h a t  b e a r s  on t h e  i n f l a t i o n  p i c t u r e  o v e r  
t i m e .  I d o n ' t  know who Governor Angel1 was r e f e r r i n g  t o  [ i n  h i s  
comment] t h a t  p e o p l e  a r e  o v e r e s t i m a t i n g  t h e  i n f l a t i o n  r a t e .  I t h i n k  
t h a t  h a s  been g e n e r a l l y  t h e  c a s e  among economis ts  and o t h e r s  surveyed  
on i n f l a t i o n a r y  e x p e c t a t i o n s :  peop le  p r e t t y  c o n s i s t e n t l y  ove r  t h e  p a s t  
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few y e a r s  have o v e r e s t i m a t e d  i n f l a t i o n .  We have an unblemished r eco rd  
a s  a Committee of o v e r e s t i m a t i n g  i n f l a t i o n  c o l l e c t i v e l y  f o r  5 
c o n s e c u t i v e  y e a r s .  I d o n ' t  know i f  t h a t  i s  going  t o  change:  t h e  
e x p e c t a t i o n s  have been reduced somewhat i n  t h i s  l a t e s t  s e t .  I t h i n k  
we a r e  s e e i n g  some good t h i n g s  i n  r e f e r e n c e  t o  a change i n  t h e  l a b o r  
b a r g a i n i n g  s i t u a t i o n .  I s u s p e c t  a l o t  o f  c r e d i t  f o r  t h a t  h a s  t o  go t o  
d e r e g u l a t i o n .  I t h i n k  t h e  a i r  c o n t r o l l e r s '  s t r i k e  f i v e  y e a r s  ago had 
someth ing  t o  do w i t h  changing  t h i s  t r e n d .  From my v i e w p o i n t ,  it i s  a 
v e r y  h e a l t h y  development i n  t h e  manufac tu r ing  s e c t o r  and i n  some o t h e r  
b i g  l a b o r  union  s e c t o r s .  The s i t u a t i o n  has  neve r  looked  s o  g r e a t  on 
t h e  f i n a n c i a l  s i d e .  S i  o r  somebody r e f e r r e d  t o  one i n s u r a n c e  company 
anyway, b u t  t h a t  h a s  been f a i r l y  t y p i c a l  of t h e  s e r v i c e  s i d e  of t h e  
economy. That  i s ,  I s u s p e c t ,  where we a r e  g e t t i n g  on b a l a n c e  
p a r t i c u l a r l y  poor  p r o d u c t i v i t y  per formance .  My own b i a s  i s  t h a t  once 
we l o s e  t h a t  f a v o r a b l e  i n f l a t i o n a r y  [ c l i m a t e ]  i t  i s  t h e  d e v i l  t o  g e t  
it back a g a i n .  I d o n ' t  t h i n k  we have l o s t  it y e t ,  b u t  t h e s e  
u n d e r l y i n g  f a c t o r s  r a i s e  some q u e s t i o n s .  The b i g g e s t  t h r e a t  i s  
c l e a r l y  from t h e  d o l l a r  s i d e .  Can we abso rb  t h i s  k ind  of  a r e d u c t i o n  
i n  t h e  exchange r a t e  and have j u s t  a temporary  i n f l u e n c e  on i n f l a t i o n  
w i t h o u t  a f f e c t i n g  t h e  whole c l i m a t e ,  which h a s  been improving? From 
t h a t  s t a n d p o i n t ,  I suppose we should  count  o u r s e l v e s  v e r y  lucky  t h a t  
we may have t h i s  d e c l i n e  i n  o i l  p r i c e s  coming. I t  may n o t  be a t  t h e  
s u p e r b l y  r i g h t  t i m e ,  b u t  i t ' s  about  a s  good a t i m e  a s  one can  e v e r  
imagine i n  t e rms  o f  o f f s e t t i n g  t h e  p o t e n t i a l - - a n d  I t h i n k  t h e y  w i l l  be 
a c t u a l - - e f f e c t s  from t h e  exchange r a t e  s i d e  o f  t h e  e q u a t i o n .  Here w e  
a r e  g e t t i n g  a t remendous ly  lucky  b r e a k .  Because o f  t h e  o i l  s i t u a t i o n ,  
can  we g e t  t h rough  some o f  t h e  exchange r a t e  ad jus tmen t  e f f e c t s  
w i t h o u t  t h e  same d e g r e e  of  impact  t h a t  o t h e r w i s e  would have o c c u r r e d ?  

The o i l  s i t u a t i o n ,  on t h e  o t h e r  hand ,  o b v i o u s l y  r a i s e s  a l l  
t h o s e  q u e s t i o n s  o f  f i n a n c i a l  f r a g i l i t y - - q u e s t i o n s  l i k e  Karen Horn 
r a i s e d  y e s t e r d a y .  I guess  t h e  o n l y  answer i s  t h a t  w h i l e  t h e r e  i s  i n  
f a c t  a l o t  o f  f r a g i l i t y ,  it h a s  been c o n t a i n e d  and d i f f u s e d :  s o  w e  
r e a l l y  h a v e n ' t  had a t e s t  o f  what happens t o  t h e  economy i f  something 
r e a l l y  happened i n  a way t h a t  was n o t  c o n t r o l l e d .  We have t h e  c l e a r  
and p r e s e n t  danger  i n  t h a t  r e s p e c t  i n t e r n a l l y ,  b u t  I t h i n k  i n  terms of 
t h e  g e n e r a l  r i s k s - - i f  one l o o k s  f o r  t h e  one p l a c e  where t h i n g s  might
b r e a k  down w i t h  unknown c o n s e q u e n c e s - - j u s t  because  of  t h e  s h e e r  
magni tude ,  it i s  s t i l l  i n  t h e  a r e a  of  t h e  LDC problems.  On t o p  of 
t h a t  a r e  a l o t  o f  c o n t i n u i n g  domest ic  s t r u g g l e s .  We c a n ' t  h a n d l e  a l l  
t h a t  w i t h  t h e  monetary p o l i c y .  I guess  t h e  c h a l l e n g e  c o n t i n u e s  t o  be 
t o  keep monetary p o l i c y  on t r a c k  w h i l e  t h o s e  t h i n g s  g e t  handled  
p r i m a r i l y  [ i n  o t h e r ]  d i r e c t i o n s ,  a l t h o u g h  t h e y  o b v i o u s l y  cou ld  a f f e c t  
t h e  t o n e  o f  monetary p o l i c y  a t  t i m e s .  We have t o  c o n t i n u e  t o  do s o .  
But it a l l  adds up t o  me t h a t  we a r e  about  a s  e a s y  a s  we can  be  
w i t h o u t  a c t u a l l y  f o r c i n g  e x c e s s  r e s e r v e s  on t h e  marke t .  There  may be  
a b i t  o f  margin  t h e r e ,  b u t  we 've been p r e t t y  accommodative. The most 
r e c e n t  b u s i n e s s  news l o o k s  a l o t  s t r o n g e r ,  b u t  we g e t  f o o l e d  l o t s  of 
t i m e s .  The most r e c e n t  monetary news d o e s n ' t  l o o k  d i s t u r b i n g .  a t  t h e  
l e a s t  i n  a v e r y  s h o r t  t i m e  p e r s p e c t i v e .  So it d o e s n ' t  seem t o  me a 
s i t u a t i o n  where w e  want t o  make any v e r y  v i o l e n t  changes .  With t h a t  
much i n t r o d u c t i o n .  what have you got  t o  s ay?  M r .  B lack .  

MR. BLACK. Mr. Chairman, I a g r e e  w i t h  you comple t e ly  on 
t h a t .  I would a l s o  l i k e  t o  a g r e e  w i t h  P r e s  on someth ing .  He t a l k e d  
about  t h e  need f o r  symmetry a w h i l e  ago ,  and i n  view o f  what you have 
s a i d ,  I t h i n k  we ought  t o  put  a "would" i n s t e a d  of a "might"  i n  t h a t  
l a s t  p a r t  o f  t h e  c l a u s e .  I know you d o n ' t  t h i n k  t h i s  makes any 
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d i f f e r e n c e .  I t  does  t o  m e .  We now have a "might"  and a "would ,"  and 
t h e  emphasis  of your  comments s u g g e s t s  t o  me t h a t  a "would" ought  t o  
be where "might"  was.  

CHAIRMAN VOLCKER. Okay. We d o n ' t  want t o  do a l l  t h e  
d r a f t i n g  [of t h e  language]  r i g h t  now, b u t  your  p o i n t  i s  n o t e d .  [What] 
way do you cone o u t  on t h e s e  numbers t h a t  we have t o  p u t  down because  
o f  t h i s ?  

MR. BLACK. I would go w i t h  "B." 

CHAIRMAN VOLCKER. Le t  me j u s t  make an immediate comment. 
Presumably,  w e  d o n ' t  want t o  go w i t h  s h o r t - t e r m  t a r g e t s  down t o  t h e  
1 1 4  of a p e r c e n t a g e  p o i n t .  When I l o o k  a t  "B"  I would assume t h a t  w e  
d o n ' t  want t o  go w i t h  5-314 o r  6-314 p e r c e n t .  

S P E A K E R ( ? ) .  A s  I unde r s t and  S t e v e ' s  e a r l i e r  comments, "B" i s  
roughly  c o n s i s t e n t  w i t h  what we had i n i t i a l l y  s p e c i f i e d .  

CHAIRMAN VOLCKER. Wel l ,  we s a i d  6 t o  8 p e r c e n t  t h e n ,  s o  it 
i s  f i n e  f o r  M3 and it i s  okay f o r  M 1 .  I t  i s n ' t  okay f o r  M2,  j u s t  
t a l k i n g - -

MR. A X I L R O D .  T h a t ' s  what I was [ t h i n k i n g ] - - r o u n d i n g  i n  my 
head a b i t .  

CHAIRMAN VOLCKER. I would no rma l ly  i n t e r p r e t  t h e s e  a s  s a y i n g  
7 p e r c e n t ,  6 p e r c e n t ,  and 7 p e r c e n t ,  [ f o r  M 1 ,  M2, and M3, 
r e s p e c t i v e l y ] .  Is t h a t  what you mean, M r .  B lack?  

MR. BLACK. That  would be  f i n e ,  Mr. Chairman 

MR. J O H N S O N .  On t h e  borrowing r a n g e ,  what c u r r e n t l y  i s  our  
o b j e c t i v e ?  

CHAIRMAN VOLCKER. T h e o r e t i c a l l y ,  we a r e  a iming  a t  t h e  lower  
end of t h e  range  which ,  a s  we d i s c u s s e d  l a s t  t i m e ,  i s  $350 m i l l i o n  o r  
s o .  But w e  have been t a k i n g  chances  on coming i n  somewhat below t h a t .  
You g e t  t o  comment on t h a t  p o i n t  f o r  t h e  s a k e  o f  comple t eness .  

MR. BLACK. I would s t i c k  w i t h  t h a t  "Volcker  $350 m i l l i o n . "  
a l t h o u g h  i f  we run  i n t o  t h e s e  problems w i t h  t h e  f e d e r a l  funds  r a t e  n o t  
b e i n g  what we e x p e c t e d ,  we g e t  t h e  borrowing t h a t  you a r e  t a l k i n g
a b o u t .  I t h i n k  peop le  v e r y  p r o p e r l y  unders tood  t h e  c o n t e x t  of t h e  
Commit tee 's  remarks t h e  l a s t  t i m e ,  s a y i n g  t h a t  t h e  Desk shou ld  g i v e  a 
low p r e f e r e n c e  t o  t h e  f e d e r a l  funds  r a t e  and it d i d  s o .  What i s  t h e  
borrowing r e l a t e d  t o  t h a t ?  What has  it been coming t o ?  

CHAIRMAN VOLCKER. Wel l ,  f o r  j u s t  t h e s e  l a s t  t w o  weeks--we 
a r e  a l l  f i n i s h e d  b u t  one day a n d - -

M R .  STERNLIGHT. I t  i s  a v e r a g i n g  j u s t  a l i t t l e  under  $200  
m i l l i o n .  

CHAIRMAN VOLCKER. The market  i s  a c t i n g  p e c u l i a r l y  t o d a y  so  I 
h e s i t a t e  t o  s a y  what it w i l l  b e .  A l l  t h e  numbers s a y  t h e r e  a r e  l o t s  
o f  e x c e s s  r e s e r v e s  o u t  t h e r e ,  b u t  t h e  funds  r a t e  went up t o d a y .  S o ,  I 
d o n ' t  know whether  t h a t  means w e  a r e  going  t o  g e t  a l o t  o f  borrowing 
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on t h e  l a s t  day of t h e  s t a t e m e n t  week even though s t a t i s t i c a l l y  we 
shou ld  g e t  none .  B u t ,  i n  f a c t ,  t h e  [ funds]  market  i s  on t h e  f i r m e r  
s i d e  t o d a y .  Did we d r a i n  a g a i n  t o d a y ?  

MR. STERNLIGHT. No, we d i d n ’ t .  S t a t i s t i c a l l y  
[ u n i n t e l l i g i b l e ] ,  b u t  funds  were h i g h .  

CHAIRMAN VOLCKER. If  you b e l i e v e  t h e  p r o j e c t i o n s ,  and t h e r e  
i s  o n l y  one day l e f t ,  [ r e s e r v e s ]  a r e  $ 4 0 0  m i l l i o n  above t h e  t a r g e t  
w i t h  an a l lowance  of $800  m i l l i o n  f o r  e x c e s s  r e s e r v e s .  Excess  
r e s e r v e s  shou ld  end up a t  $ 1 . 2  b i l l i o n ,  so  t h e  market  i s  f i r m i n g .  I t  
i s  p r o b a b l e  t h a t  we w i l l  end up w i t h  bor rowings  below $ 3 5 0  m i l l i o n ,  
b u t  t h a t  assumes t h e  market  e a s e s  t h i s  a f t e r n o o n  a g a i n .  

MR. BLACK. T h a t ’ s  w i t h  an expec ted  f e d e r a l  funds  r a t e  of  
around 7 - 3 1 4  p e r c e n t ?  

CHAIRMAN VOLCKER. You can  a s k  t h e  s t a f f  b u t  it used t o  b e ,  
h i s t o r i c a l l y ,  t h a t  when you had bor rowings  t h i s  low you would g e t  t h e  
f e d e r a l  funds  r a t e  a t  t h e  d i s c o u n t  r a t e  o r  below.  But i t ’ s  n o t  
happening  now. 

MR. J O H N S O N .  That  i s  what I am g e t t i n g  a t .  P r o j e c t e d  
bor rowings  on a l t e r n a t i v e  A a r e  around $ 1 5 0  m i l l i o n .  I t  sounds l i k e  
we a r e  a c t u a l l y  c l o s e  t o  t h a t  a t  t h e  moment i n  r e a l i t y .  I j u s t
wondered- .  

CHAIRMAN VOLCKER. When [ u n i n t e l l i g i b l e ]  a r e  low--assuming 
you a r e  a iming  t h a t  l o w - - u n l e s s  you a r e  v e r y  a c t i v e ,  even t h e n  you run 
i n t o  a l l  s o r t s  of q u i r k s .  Once i n  a w h i l e  t h e r e  i s  some miss on 
guesses  by t h e  banks on t h e i r  r e s e r v e s  o r  something comes o u t  t h a t  you
d o n ’ t  e x p e c t  and you g e t  h i g h  [bor rowings]  on one d a y .  And because  
t h e  t a r g e t  i s  s o  low,  you c a n ’ t  go below z e r o  b u t  you can  go h i g h  on a 
p a r t i c u l a r  day ,  and it i s  h a r d  t o  g e t  bor rowings  c o n s i s t e n t l y  t o  
ave rage  t h a t  low.  

MR. ANGELL. There  i s  no economic i n c e n t i v e .  

MR. AXILROD.  I n  t h e  t w o  weeks end ing  J a n u a r y  2 9 ,  Mr. 
Chairman. we had bor rowings  o f  $ 3 7 4  m i l l i o n  and i n  t h e  p r e c e d i n g  two-
week p e r i o d  t h e y  were $143  m i l l i o n .  And, a s  you ment ioned ,  f o r  t h i s  
p e r i o d  t h e y  p robab ly  w i l l  be  somewhere between $ 2 0 0  m i l l i o n  and $ 3 0 0  
m i l l i o n  o r  s o  by t h e  t i m e  w e  a r e  done .  For t h e  l a t e s t  week t h a t  was 
p u b l i s h e d ,  t h e  f i r s t  h a l f  of  t h i s  two-week p e r i o d ,  borrowing was $ 2 4 0  
m i l l i o n  i n  t h a t  one-week p e r i o d .  

MR.  J O H N S O N .  I t  sounds l i k e  what we r e a l l y  have i s  something 
below t h e  $ 3 0 0 - $ 4 0 0  m i l l i o n  range  you a r e  s u g g e s t i n g .  

CHAIRMAN VOLCKER. Yes,  on b a l a n c e ,  I t h i n k  it i s .  We have 
been a l i t t l e  below because  t h e  market  h a s  been a l i t t l e  t i g h t e r  t h a n  
one might  o t h e r w i s e  have e x p e c t e d .  Mr. Melzer .  

MR. MELZER. I would he  i n  f a v o r  of a l t e r n a t i v e  $.  I might
j u s t  s a y  t h a t  down t h e  road my t e n d e n c i e s  p o s s i b l y  would be t o  l e a n  
toward a somewhat f i r m e r  p o l i c y .  I am, a s  you e x p r e s s e d  b e f o r e ,  
concerned  abou t  t h e  b e h a v i o r  o f  t h e  d o l l a r  and t h e  change i n  
psychology t h e r e .  One i n t e r e s t i n g  m a n i f e s t a t i o n  of t h a t  r e c e n t l y  was 
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on the unconstitutionality of Gram-Rudman. The bond markets here 
very quickly looked right through that; I am not sure the foreign
exchange markets did. There are other factors there, such as how the 
low oil prices have differential impacts and what the credit 
implications are for the United States and so forth, but along the 
lines of the argument that bigger deficits are more stimulative. 
Maybe that would be positive for the dollar: maybe that subtle shift 
indicates that the dollar is starting to get to the point where there 
is concern about the inflationary implications of the deficits and the 
financial problems and what that might imply for monetary policy at 
this time. So in any case, for the moment, I would be in favor of 
“B , (1  I would lean possibly, depending on future developments, toward 
a somewhat greater degree of restraint down the road. Given that I 
think there are difficulties in projecting money looking forward, I 
don’t take a lot of comfort in the low projections looking out over 
this period. That doesn’t make me say that maybe we ought to be 
tipping [policy] toward somewhat greater ease. I think we probably
have been accommodative. In general I would tend to recognize this 
penchant I have of leaning a little in one direction toward trying to 
get to $350 million as opposed to being overly sensitive to the funds 
rate. 

CHAIRMAN VOLCKER. Mr. Boehne. 


MR. BOEHNE. I think the advice not to rock the boat right 
now makes an awful l o t  of sense. The economic numbers have been 
better: they may not last, but they have been better. The outlook for 
inflation seems a little better; it may last, but we are not sure. 
do think the international side is, if anything, more tender, so that 
where we are seems to be about as well as we can do. There is a bit 
of trickiness with this borrowing, but I would think that $300 to $400 
million makes a lot of sense, perhaps altering that as we gather in 
the information that the federal funds rate might tell us as to the 
peculiarities of the borrowing range. Basically, I’d stay about where 
we are. 

CHAIRMAN VOLCKER. Would you technically interpret that as 
,I 04 or what? 

MR. BOEHNE. Yes. 


CHAIRMAN VOLCKER. Mr. Forrestal. 


MR. FORRESTAL. I come out pretty much the same place, Mr. 
Chairman. I think you analyzed the situation quite cogently. The 
economic numbers certainly l o o k  a lot better than they did the last 
time that we met and inflation looks pretty good. We have some 
complications on the international side, but I think we ought to heed 
the adage that you quoted and keep running in place--maintain the 
status quo or an even keel or whatever it is. My tendency would be a 
little different from Tom Melzer’s in that the inflation picture to me 
doesn’t 13ok all that bad, and the question I keep asking myself is: 
What risk would we run by giving the economy a little boost? I don’t 
think now is the time to do it, but I think that down the road perhaps
I would tend to ease up just a little. At the moment, however, I 
would opt for alternative B with the specifications and the borrowing 
as indicated at $300 to $400 million. 

I 
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CHAIRMAN VOLCKER. M K .  Martin. 


MR. MARTIN. Mr. Chairman, I note that the Greenbook's 

quarter-by-quarterprojection has the second quarter of 1986 as a 

weaker quarter, at 2.3 percent. Whatever the error range is around 

that, that is still a stepping down of growth from the first quarter

which, as I read the consensus around the table here, is for a pretty 

strong rate of growth--strongerthan the fourth quarter of 1985. But 

what we do here today will have some effect on the second quarter of 

1986, although one can debate the time period needed to affect 

activity. It seems to me that almost eliminates alternative C: there 

is no compelling reason to raise interest rates at this time. The 

markets, of course, are going to start speculating or already are 

speculating about what we are discussing here right now: certainly,

they will speculate once the monetary data are released this Thursday.

That will [result in1 a little headline here or there when we start 

talking about much lower rates of growth of M1. We will release the 

record of policy actions for December in a couple of days. so we are 

going to release some interesting numbers one day and some interesting

history the next day. And the history is going to point toward the 

very modest easing in that report for the December meeting. 


Moving to the alternatives, it seems to me that the market 
has been telling us something. The market has been acting through the 
commercial bank mechanism and has been keeping the borrowing numbers 
low relative to O U T  target of $350 million. It seems to me that now 
would be the time T O  recognize the market signals and begin to move 
the borrowing target first from $350 million to $300  million and then 
see what the market response is to that. If the response is 
appropriate--ifthe federal funds rate begins to come down a little -
then I'd very carefully reduce the borrowing level another $50 
million. I am not in favor of alternative A either for the same 
reason I reject alternative C. I think "A" probably takes us down to 
below the frictional level of borrowing. I don't know whether that is 
$150 million or $200 million or whatever. I think we ought to move in 
that direction, though, in a couple of stages. That would permit the 
Board of Governors to respond to the 5 or 6 remaining requests--Ihope
they are remaining--tolower the discount rate. In other words, it 
would give us some room to act in a way that would aim at that second-
quarter figure and at the figures the staff has provided us for the 
rest of the way. So, I am a "B+" person here with a [unintelligible]. 

MR. PARRY. It seems to me that recent economic statistics 

suggest that there will be surprises on the plus side in the first 

half of the year. I don't know what that implies for the second half 

but in that kind of environment alternative B would seem to be the 

appropriate policy to follow. With the strength that may be present

in the first half of the year, I don't think alternative A would be an 

appropriate policy to follow. 


CHAIRMAN VOLCKER. Mr. Guffey. 


MR. GUFFEY. Mr. Chairman, looking at these alternatives, I 
see very little difference between "A" and "B." I discount "C" to 
begin with. There is virtually no difference between " A "  and "B" with 
the exception that "A" implies lower borrowing and a discount rate 
cut. I might have been in favor of that six weeks ago, but it seems 
to me that a discount rate cut, in view of the good numbers that we 
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have had r e c e n t l y  and t h e  f r a g i l i t y  i n  t h e  d o l l a r ,  might [ n o t ]  be  
a p p r o p r i a t e .  T h e r e f o r e ,  “ B ”  a t  a s t a n d  p a t  l e v e l  o f  $ 3 0 0 - $ 4 0 0  m i l l i o n  
would be  an a p p r o p r i a t e  p r e s c r i p t i o n  f o r  t h e  n e x t  s i x  weeks.  

CHAIRMAN VOLCKER. Mr. S t e r n .  

,MR. STERN. I a l s o  would f a v o r  a l t e r n a t i v e  B and ,  w i t h  t h a t ,  
t r y i n g  t o  g e t  t h e  bor rowings  back up t o  t h e  $ 3 0 0 - $ 4 0 0  m i l l i o n  r a n g e ,  

g t h a t  n o t h i n g  t o o  unusua l  i s  happening  w i t h  t h e  f e d e r a l  funds  
r a t  I t  d o e s n ’ t  seem t o  me t h a t  any o f  t h e  incoming i n f o r m a t i o n  on 
e i t h e r  t h e  economy o r  t h e  monetary a g g r e g a t e s  s u g g e s t s  t h a t  we should  
want t o  make any changes a t  t h i s  j u n c t u r e .  That may be somewhat o f  an 
unusua l  p o s i t i o n  i n  r e c e n t  h i s t o r y  b u t  maybe we should  t a k e  advantage
of  t h a t  a n d ,  a s  t h e  adage you c i t e d  s u g g e s t e d ,  j u s t  s t a n d  t h e r e .  

CHAIRMAN VOLCKER. M r .  A n g e l l .  

MR. ANGELL. I am a f r a i d  I am w i t h  t h e  consensus  i n  r e g a r d  t o  
want ing  us t o  s t a n d  s t i l l ,  provided  t h a t  s t a n d  s t i l l  means s t a n d i n g
n e u t r a l .  U n f o r t u n a t e l y ,  we a r e  i n  an environment  i n  which we d o n ’ t  
have M 1  t a r g e t i n g  t h a t  can  r e a l l y  be  a p o l i c y  gu ide  a s  it was i n  
p e r i o d s  i n  t h e  p a s t .  S ince  we d o n ’ t  have M 1  t a r g e t i n g ,  we d o n ’ t  have 
any way t o  l e t  i n t e r e s t  r a t e s  respond t o  economic f o r c e s .  So it seems 
t o  me t h a t  we have been pegging t h e  f e d e r a l  funds  r a t e .  When I t r y  t o  
f a c t o r  i n  a change i n  t h e  p r i c e  o f  o i l  f r o m  $28 t o  $18 ove r  a p e r i o d  
of t i m e  when t h e  funds  r a t e  has  been pegged a t  8 p e r c e n t ,  I do n o t  g e t
t h e  same re sponses  i n  t h e  r e a l  s e c t o r  t h a t  I would g e t  i f  w e  had some 
o t h e r  way o f  runn ing  monetary p o l i c y .  I ’ d  n o t e  t h a t  t h e  m a r k e t ’ s  
judgment d u r i n g  t h i s  p e r i o d  o f  t i m e  h a s  been t h a t  i n t e r e s t  r a t e s  ought  
t o  come down. Market f o r c e s  have brought  r a t e s  down o t h e r  t h a n  t h e  
r a t e s  t h a t  t h e  F e d e r a l  Open Market Committee c o n t r o l s .  I t  seems t o  me 
t h a t  u n l e s s  Mess r s .  A x i l r o d  o r  K i c h l i n e  o r  P r e l l  can  t e l l  m e  
o t h e r w i s e ,  I would t e n d  t o  view a c t u a l  p o l i c y  a s  b e i n g  pegging 
i n t e r e s t  r a t e s .  Now, I d o n ’ t  mind pegging  i n t e r e s t  r a t e s  t e m p o r a r i l y  
d u r i n g  a p e r i o d  where t h e  income v e l o c i t y  of money s o  misbehaves t h a t  
w e  d o n ’ t  know what we a r e  d o i n g .  But t o  run  t h r o u g h  a p e r i o d ,  f o r  
i n s t a n c e .  o f  a $28 t o  $18 change i n  t h e  p r i c e  o f  o i l ,  n a t u r a l  g a s ,
c o a l - - t h e  e n t i r e  [ u n i n t e l l i g i b l e ]  of  t h e  whole economy w i t h  pegged
i n t e r e s t  r a t e s  seems t o  me j u s t  t o  be  r e p e a t i n g  e x a c t l y  what happened
i n  t h e  1970s when we had o i l  p r i c e  i n c r e a s e s  and l a r g e l y  had a pegged 
and somewhat d i s c r e t i o n a l  p o l i c y - - a n  a d j u s t e d  pegged p o l i c y .  I t  
s c a r e s  me, and I d o  n o t  have enough f o r e s i g h t  t o  be  comfor t ab le  i n  
t h i s  envi ronment .  If Messrs .  A x i l r o d ,  K i c h l i n e  and P r e l l  c an  t e l l  me 
t h a t  my conce rns  a r e  unfounded and t h a t  t h e  model r e a l l y  w o r k s - - t h a t  
t h e  r e a l  growth o c c u r s  w i t h  no i n t e r e s t  r a t e  r e s p o n s e s - - 1  w i l l  f e e l  
much more a t  e a s e  because  I have a g r e a t  d e a l  of r e s p e c t  f o r  t h e i r  
judgment .  

CHAIRMAN VOLCKER. You may have less  s o  f o r  t h e  Chairman’s  
judgment .  Le t  me s a y  t h a t  I f i n d  t h e  a n a l y s i s  o f  t h i s  o i l  s i t u a t i o n  a 
l i t t l e  ambiguous.  Obv ious ly ,  it i s  a p l u s  on t h e  p r i c e  s i d e  b u t  t h e  
famous ana logy  i s  t o  a t a x  c u t  on t h e  o t h e r  s i d e  and an expans iona ry
i n f l u e n c e  on t h e  economy. I t  seems t o  me t o  p u l l  i n  t h e  o t h e r  
d i r e c t i o n  from what you a r e  c i t i n g .  Be t h a t  a s  it may b e ,  I t h i n k  
what you l e f t  o u t  o f  your  a n a l y s i s  i s  a b i g  i n f l a t i o n a r y  impact  f rom 
t h e  exchange r a t e  which h a s  gone down 25 p e r c e n t  o r  someth ing  l i k e  
t h a t  ove r  t h e  same p e r i o d ,  r o u g h l y ,  t h a t  t h e  o i l  p r i c e s  came down: I 
d o n ’ t  know how you f a c t o r  t h a t  i n t o  your  t h i n k i n g .  You a r e  on t h e  low 
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s i d e  o f  t h e  p r o j e c t i o n s :  I hope you a r e  r i g h t .  But t h e  p r o j e c t i o n s  
c o l l e c t i v e l y ,  f o r  what t h a t ’ s  w o r t h ,  d o n ’ t  show much change i n  t h e  
i n f l a t i o n  r a t e .  

MR. ANGELL. I d o n ’ t  have more conf idence  i n  my a b i l i t y  t o  
s e t  t h e  peg .  I am e x p r e s s i n g - .  

CHAIRMAN VOLCKER. I wouldn’ t  i n t e r p r e t  o u r  p o l i c y  a s  a peg ,
be t h a t  a s  it may. 

MR. ANGELL. Wel l ,  would you e x p l a i n  t o  me what i t  i s ?  I 
j u s t  d o n ’ t  u n d e r s t a n d .  

CHAIRMAN VOLCKER. An unchanged d i s c o u n t  r a t e  d u r i n g  t h i s  
p e r i o d  and we’ve been k ind  of s i t t i n g  t h e r e  w i t h  t h e  economy moving
w i t h o u t  much change i n  e i t h e r  i n f l a t i o n  o r  growth.  I am n o t  s u r e  
o b j e c t i v e  c i r c u m s t a n c e s  i n  t h e  market  c a l l  f o r  g r e a t  changes  i n  
i n t e r e s t  r a t e s .  And t h a t  i s  what we have s e e n  f o r  t h e  p a s t  y e a r .  

MR. ANGELL. But it seems t o  me t h a t - 

CHAIRMAN VOLCKER. I c a n ’ t  s e e  g e t t i n g  i n t o  a l o n g  argument ,
b u t  some peop le  might  s a y  1 2  p e r c e n t  expans ion  i n  M1 was n o t  
a r t i f i c i a l l y  i n c r e a s i n g  l i q u i d i t y  and keep ing  s h o r t - t e r m  i n t e r e s t  
r a t e s  lower t h a n  t h e y  would have been i n  an u n f e t t e r e d  marke t .  

MR. ANGELL. If o i l  p r i c e s  were t o  move up from $18 t o  $ 2 8  
and i n t e r e s t  r a t e s  s t a y e d  t h e  same, I would- 

CHAIRMAN VOLCKER. You a r e  t a k i n g  one f a c t o r .  

MR. ANGELL. I t  seems t o  me t h a t  i t ’ s  a v e r y  b i g  f a c t o r .  

CHAIRMAN VOLCKER. Is it b i g g e r  t h a n  t h e  exchange r a t e  
f a c t o r ?  

MR. ANGELL. I would guess  s o .  

CHAIRMAN VOLCKER. I hope so, b u t  I d o n ’ t  know. I would 
guess  t h e y  a r e  roughly  c o u n t e r b a l a n c e d :  I hope t h e y  a r e  rough ly  
c o u n t e r b a l a n c e d  j u s t  on t h e  pu re  i n f l a t i o n  r ange .  They a r e  b o t h  
expans iona ry  i n  t e rms  o f  t h e  impact on a c t i v i t y .  

MR. ANGELL. The models t h a t  I have run  and can  t h i n k  o f - 
u n l e s s  someone can  p o i n t  o u t  a n o t h e r  model t o  me--would s u g g e s t  t o  me 
t h a t  t h e  p a t h  toward  expans ion  i n  t h e  r e a l  s e c t o r  i s  th rough  a 
r e d u c t i o n  i n  i n t e r e s t  r a t e s .  When you run  a model o f  o i l  p r i c e
changes and keep i n t e r e s t  r a t e s  t h e  same, t h e n  i n  t h a t  model I d o n ’ t  
s e e  how any r e a l  a n a l y s i s  i s  going  t o  o p e r a t e .  

CHAIRMAN VOLCKER. It depends upon your  model.  If you u s e  a 
s t r i c t l y  Keynes ian  model,  you g e t  a b i g  i n c r e a s e  i n  p u r c h a s i n g  power 
from t h e  d e c l i n e  i n  o i l  p r i c e s .  

MR. ANGELL. Well .  I neve r  u s e  such  models .  

CHAIRMAN VOLCKER. Well,  t h a t ’ s  why it depends upon what 
model you u s e .  A popu la r  t hough t  when t h e  o i l  p r i c e s  were going  up 
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was t h a t  p o l i c y  ought  t o  be  more expans iona ry  t o  o f f s e t  t h e  
c o n t r a c t i o n a r y  e f f e c t  of t h e  r i s e  i n  o i l  p r i c e s - - e q u i v a l e n t  t o  a t a x  
i n c r e a s e .  Now we g e t  t h e  e q u i v a l e n t  of a t a x  d e c r e a s e .  

MR. ANGELL. But I d o n ’ t  s u b s c r i b e  t o  p o p u l a r  views t h a t  we 
shou ld  have been accommodative d u r i n g  p e r i o d s  of p r i c e  i n c r e a s e s  f o r  
o i l .  I would have though t  we shou ld  not  have been accommodative. 

CHAIRMAN VOLCKER. I guess  what we a r e  s a y i n g  i s  t h a t  t h e r e  
a r e  d i f f e r e n t  models  of t h e  wor ld .  I d i d n ’ t  want t o  d i v e r t  you.  Did 
you e x p r e s s  a judgment a s  t o  w h a t - - ?  

MR. ANGELL. I canno t  be s a t i s f i e d  w i t h  s t a n d i n g  p a t  if i t  
means t h a t  we peg i n t e r e s t  r a t e s  a t  t h e  c u r r e n t  l e v e l .  

CHAIRMAN VOLCKER. What a l t e r n a t i v e  do you s u g g e s t ?  

MR. ANGELL.  I would hope t h a t  we might  be a b l e  t o  have some 
reemphas is  of  M 1  t a r g e t i n g  and t h a t  we might be a b l e  t o  watch 
commodity p r i c e s  and s e e  how t h e y  behave .  If  commodity p r i c e s  behave 
by moving upward due t o  t h e  exchange v a l u e  of t h e  d o l l a r ,  and w i t h  t h e  
commodity p r i c e  impact  of t h e  o i l  p r i c e  change ,  I would want t o  t a k e  
cogn izance  of t h a t .  

CHAIRMAN VOLCKER. I r e a l l y  d o n ’ t  want t o  p r e s s  you undu ly ,  
b u t  do you have a p o s i t i o n  on t h e s e  t a r g e t s - - b o r r o w i n g s  o r  whatever  a t  
t h e  moment? I t  i s  n o t  compe l l ing  t h a t  you e x p r e s s  an o p i n i o n  r i g h t  
now. 

MR. ANGELL. I t h i n k  I ’ v e  expres sed  my view 

CHAIRMAN VOLCKER. M r .  Keehn. 

MR. KEEHN. Given a l l  t h e  c i r c u m s t a n c e s  and t h e  c r o s s c u r r e n t s  
t h a t  we’ve t a l k e d  a b o u t ,  i t  seems t o  me t h a t  a t  t h i s  p a r t i c u l a r  moment 
m a i n t a i n i n g  t h e  e x i s t i n g  p o l i c y  i s  a p p r o p r i a t e .  We a r e  a t  a t i m e  when 
t h e r e  i s  a r e a s o n a b l y  s h o r t  i n t e r v a l  u n t i l  t h e  n e x t  meet ing  and .  
t h e r e f o r e ,  we have an o p p o r t u n i t y  f a i r l y  q u i c k l y  t o  rev iew what we a r e  
d o i n g .  T h e r e f o r e ,  I would be  i n  f a v o r  o f  a l t e r n a t i v e  B and t h e  
borrowing r ange  of  $300  t o  $400 m i l l i o n ,  b u t  w i t h  a c a r e f u l  eye  on t h e  
f e d e r a l  funds  r a t e .  I c e r t a i n l y  wou ldn’ t  want it t o  go o v e r  t h e  8 
p e r c e n t  l e v e l .  I t  seems t o  me t h a t  many o f  t h e  problems we have 
t a l k e d  about  would be e x a c e r b a t e d  by h i g h e r  r a t e s .  On t h e  o t h e r  hand ,  
we c e r t a i n l y  want t o  watch t h e  i n f l a t i o n a r y  t e n d e n c i e s  v e r y  c a r e f u l l y .  
Again ,  we have a f a i r l y  s h o r t  p e r i o d  t o  d e a l  w i t h  h e r e  and I t h i n k  
a l t e r n a t i v e  B ,  t h e  e x i s t i n g  p o l i c y ,  i s  a p p r o p r i a t e .  

CHAIRMAN VOLCKER. Governor W a l l i c h .  

MR. WALLICH. [ U n i n t e l l i g i b l e 1  . 
MR. R I C E .  I t h i n k  Governor Wal l i ch  s u p p o r t s  a l t e r n a t i v e  B 

CHAIRMAN VOLCKER. Governor Sege r .  

MS. SEGER.  I j u s t  want t o  t a k e  one minute  t o  b o r e  you w i t h  
some a n c i e n t  h i s t o r y .  I was l o o k i n g  a t  some of t h e  numbers t h a t  we 
looked a t  a y e a r  ago a n d ,  a t  t h a t  p o i n t .  we had s e e n  a s u r p r i s i n g l y  
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s t r o n g  performance of r e a l  GNP i n  t h e  f o u r t h  q u a r t e r .  A t  t h e  t ime of 
t h e  December FOMC meet ing  we had been e x p e c t i n g  r e a l  GNP growth of 1 . 3  
p e r c e n t .  Lo and b e h o l d ,  it came i n  a t  3 . 9  p e r c e n t - - o r  t h e  Greenbook 
was showing 3 . 9  p e r c e n t  f o r  t h e  4 t h  q u a r t e r  of 1984.  A s  1 r e c a l l ,  our  
r e a c t i o n  t s  t h i s  was somewhat l i k e  I s e n s e  our  r e a c t i o n  i s  today  t o  
t h e  s t r o n g  employment numbers: F a s t e n  your s e a t  b e l t s ,  we a r e  about  t o  
t a k e  o f f .  A s  I l o o k  back a t  1985,  o t h e r  t h a n  t h a t  b i g  e x p e c t a t i o n  a t  
t h e  beg inn ing  o f  t h e  y e a r ,  I d i d n ' t  s e e  much o f  a t a k e o f f .  I read  t h e  
numbers a s  a r a t h e r  s l u g g i s h  performance:  I t h i n k  r e a l  GNP growth f o r  
t h e  y e a r  was something l i k e  2 - 1 1 2  p e r c e n t .  I j u s t  mention t h a t  
because  I t h i n k  it s u g g e s t s  t h a t  we can  put  t o o  much emphasis  on a 
c u r r e n t  number and s o r t  o f  e x t r a p o l a t e  t h a t ,  whether  i t  i s  a s t r o n g  
number o r  a weak number. That i s  a r i s k .  I n  te rms  o f  a s p e c i f i c  
v o t e ,  when I l o o k  a t  t h e  a c t u a l  numbers I have t h e  same problem w i t h  
t h e s e  a l t e r n a t i v e s  a s  I d i d  w i t h  our  l o n g - r a n g e  o n e s .  We r e a l l y  d o n ' t  
have major  d i f f e r e n c e s  between " A "  and " B : "  i n  f a c t ,  t h e y  a r e  t h e  same 
numbers,  rounded,  f o r  M2 and M3. A s  f o r  M 1 ,  I d o n ' t  have g r e a t  
conf idence  i n  ou r  a b i l i t y  t o  c o n t r o l  t h a t ,  p e r i o d .  So I am l o o k i n g  a t  
t h e  borrowing t a r g e t .  I p r e f e r  something c l o s e r  t o  a l t e r n a t i v e  A 
where t h e  borrowing t a r g e t  would be c l o s e r  t o  what we a c t u a l l y  have 
been a c h i e v i n g .  If we accompany t h a t  w i t h  a d i s c o u n t  r a t e  c u t ,  I 
t h i n k  we would f i n d  t h a t  t h e  f e d  funds  r a t e  would n o t  be  hanging  
around 7-314 o r  8 p e r c e n t  bu t  would be  down probably  t o  7 - 1 1 2  pe rcen t  
o r  below.  So t h a t  i s  what I would l i k e  t o  v o t e  f o r .  I n  t e rms  o f  a 
s p e c i f i c  number f o r  t h e  borrowing t a r g e t .  t h a t  would be something i n  
t h e  neighborhood o f .  l e t ' s  s a y ,  $ 2 5 0  t o  $300 m i l l i o n .  

CHAIRMAN VOLCKER. Mr. M o r r i s .  

MR. MORRIS. M r .  Chairman, I t h i n k  t h e  employment numbers a r e  
n o t  g i v i n g  us a m i s l e a d i n g  s i g n a l  on t h i s  o c c a s i o n .  If  you l o o k  a t  
t h e  l e a d i n g  i n d i c a t o r s  i n  December, t h e r e  was v e r y  broad s t r e n g t h  i n  
them. And, a s  I s a i d  y e s t e r d a y ,  I t h i n k  we a r e  going t o  s e e  a f a s t e r  
growth r a t e  i n  t h e  f i r s t  h a l f  t h a n  we a r e  now p r o j e c t i n g .  Sometime i n  
t h e  f i r s t  h a l f  I t h i n k  we w i l l  have t o  move t o  a f irmer p o l i c y ,  b u t  I 
t h i n k  i t  i s  a l i t t l e  e a r l y  t o  do s o  now. I would l i k e  t o  s e e  t h e  
d o l l a r  come down a l i t t l e  f u r t h e r  i n  t h e  f o r e i g n  exchange marke ts  
b e f o r e  we run  t h e  r i s k  of h a l t i n g  t h a t  t r e n d  by moving i n t e r e s t  r a t e s  
up .  S o ,  I t h i n k  t h e  s t a n d  p a t  p o l i c y  i s  a p p r o p r i a t e  f o r  t h i s  meet ing:  
I would s u p p o r t  a l t e r n a t i v e  B .  

CHAIRMAN VOLCKER. Governor Johnson.  

MR. J O H N S O N .  F i r s t  o f  a l l ,  I d o n ' t  s e e  t h a t  much d i f f e r e n c e  
i n  t h e  a l t e r n a t i v e s  e i t h e r :  I a l s o  r u l e  ou t  a l t e r n a t i v e  C .  But I am a 
l i t t l e  s u r p r i s e d  t h a t  t h e  d i f f e r e n c e  between "A" and "B" i s  such  a 
l a r g e  d i f f e r e n c e  i n  bor rowings .  I t h i n k  "A" goes a l i t t l e  t o o  f a r ,  i f  
t h a t  i s  r e a l l y  t h e  k ind  of borrowing l e v e l  t h a t  we have t o  go t o .  But 
I d o n ' t  want t o  c l o s e  any o p t i o n s .  I a g r e e  wi th  P r e s t o n  Mar t in  t o  
some e x t e n t  t h a t  we ought  t o  edge toward t h e  lower end o f  r e c e n t  
e x p e r i e n c e  i n  a c t u a l  borrowings and l e a v e  t h e  o p t i o n  open f o r  a 
p o t e n t i a l  d i s c o u n t  r a t e  c u t  based on what we might s e e  i n  t h e  nea r  
f u t u r e .  I would l i k e  t o  keep t h a t  o p t i o n  open .  T h e r e ' s  t a l k  of  
a n o t h e r  J apanese  d i s c o u n t  r a t e  c u t ,  which could  make it p o s s i b l e  t o  
[ c u t  ou r  r a t e ]  w i t h o u t  t h e  exchange r a t e  f a l l o u t  t h a t  might r e s u l t  if 
we d i d  it under  t h e  c u r r e n t  J apanese  i n t e r e s t  r a t e  s t r u c t u r e .  We have 
some C P I  d a t a  coming o u t ,  and i t  i s  going t o  be i n t e r e s t i n g  t o  s e e  
what k ind  o f  C P I  numbers o r  who lesa l e  p r i c e  numbers we g e t  when we 
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s t a r t  f a c t o r i n g  i n  t h e  o i l  p r i c e  d e c l i n e ,  which we h a v e n ' t  s een  [ i n  
t h o s e  numbers1 y e t .  

CHAIRMAN VOLCKER. I t  may be  t o o  e a r l y .  J u s t  a s  a t e c h n i c a l  
p o i n t .  i s  t h a t  o i l  p r i c e  d e c l i n e  l i k e l y  t o  show up i n  e i t h e r  of t h o s e ?  

MR. J O H N S O N .  I t  may be  t o o  e a r l y ,  y e s .  I d o n ' t  know. 

MR.  K I C H L I N E .  We t h i n k  t h e r e  w i l l  be some e f f e c t  i n  t h e  C P I  
i n  J a n u a r y  because  s p o t  g a s o l i n e  p r i c e s  have been d ropp ing  i n  r e t a i l  
m a r k e t s .  So  w e ' l l  g e t  a l i t t l e ,  b u t  v e r y  l i t t l e .  

MR. J O H N S O N .  When i s  t h a t  r e p o r t ?  

MR. K I C H L I N E .  Feb rua ry  2 5 ,  which i s  Tuesday.  

CHAIRMAN VOLCKER. I t h i n k  we may have t o  w a i t  a month o r  two 
beyond t h i s  January  number t o  s e e  any r e a l  i m p a c t ,  b u t  I may be  wrong. 

MR. J O H N S O N .  There  i s  some i n f o r m a t i o n  t h e r e .  A l s o ,  I t h i n k  
we ought  t o  l o o k  c a r e f u l l y  a t  t h e  y i e l d  cu rve  and how t h e  y i e l d  cu rve  
i s  r e spond ing  t o  a l l  t h i s  i n f o r m a t i o n .  Holding t h e  funds  r a t e  a t  
c u r r e n t  l e v e l s  and c o n t i n u i n g  t o  s e e  t h e  long-end  r a t e s  d e c l i n e  and a 
f u r t h e r  f l a t t e n i n g  of  t h e  y i e l d  c u r v e - - t h a t  i s  c e r t a i n l y  n o t  a warn ing  
s i g n  of i n f l a t i o n a r y  e x p e c t a t i o n s .  If i n  f a c t  we c o n t i n u e  t o  s e e  t h a t  
y i e l d  cu rve  f l a t t e n  o u t  under  t h e s e  bor rowing  l e v e l s ,  t h e n  w e  ought  t o  
t a k e  t h e  l e a d  on t h a t .  And i f  t h e  Japanese  c u t  t h e i r  d i s c o u n t  r a t e  
f u r t h e r ,  I d o n ' t  want t o  f o r e c l o s e  t h e  o p t i o n  of a n o t h e r  d i s c o u n t  r a t e  
c u t .  So  I would a t  l e a s t  l i k e  t o  keep t h a t  o p t i o n  open and e r r  toward 
t h e  lower bor rowing  range  i n  a l t e r n a t i v e  B .  

CHAIRMAN VOLCKER. Meaning $300 m i l l i o n ?  

MR. J O H N S O N .  Yes.  

CHAIRMAN VOLCKER. Mr. C o r r i g a n  

V I C E  CHAIRMAN CORRIGAN.  I t h i n k  a t  l e a s t  f o r  now w e  p r e t t y  
much have t o  s t a y  w i t h  "B" a s  i s - - $ 3 0 0  t o  $400 m i l l i o n  bor rowing .
d o n ' t  know what t h e  f u t u r e  h o l d s  e i t h e r ,  b u t  t r y i n g  t o  push it t o o  
ha rd  now cou ld  back up on u s .  

CHAIRMAN VOLCKER. Governor R ice .  

MR. R I C E .  I a l s o  t h i n k  w e  s h o u l d  h o l d  s t e a d y  a t  t h i s  p o i n t  
w i t h  a l t e r n a t i v e  B and t h e  bor rowing  range  o f  $300  t o  $400  m i l l i o n  
w i t h  a l i t t l e  b i a s  toward $300 m i l l i o n .  

CHAIRMAN VOLCKER. M r .  Boykin o r  Mrs. Horn,  d o - -

MR. B O Y K I N .  A l t e r n a t i v e  B ,  $300 t o  $ 4 0 0  m i l l i o n ,  would be my 
p o s i t i o n .  

MS. HORN. I s u p p o r t  a l t e r n a t i v e  B w i t h  t h e  f u n d s  r a t e  i n  t h e  
7 - 3 / 4 +  p e r c e n t  r a n g e .  

CHAIRMAN VOLCKER. Wel l ,  w e  had no t r o u b l e  a r r i v i n g  a t  a 
consensus  f o r  a l t e r n a t i v e  B ,  whatever  t h a t  means.  What I t h i n k  it 

I 
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means in writing this directive is--. What did we say before? Did we 
say [unintelligible] as compared to 7 to 9 percent, 6 to 8 percent,
and 6 to 8 percent? Is that agreeable? A more subtle, and I suppose
important operational question, is how we play this. I don’t even 
remember wnat the formal decision was last time on borrowing. Was it 
$350 to $ 4 5 0  mil-lion? 

MR. AXILROD. It was $300 to $ 4 0 0  million and there was an 
outside range of $ 2 5 0  to $ 4 5 0  million. depending on-

CHAIRMAN VOLCKER. The outside range was $ 2 5 0  to $ 4 5 0  million 
and the inside range was $300 to $ 4 0 0  million and then it depended on 
all these factors, including the discount rate. Just for those who 
weren’t there, the thought was that the higher borrowing would be 
appropriate with the lower discount rate rather than the reverse. 

MR. BLACK. Absolutely. 


CHAIRMAN VOLCKER. I think there are two things that bear 
upon how we conduct this from day-to-day:they’re fairly obvious. One 
is that people have not wanted to encourage higher interest rates. On 
the other hand, I think the consensus was--thoughit may not be 
unanimous--that people didn’t want to encourage a lower exchange
market feeding upon itself, anyway, on the down side. As those two 
factors played out we ended up at least at the lower end of the range
that we were discussing last time in terms of our intention. We’re in 
a pretty narrow range here. I’m trying to sort out how to express it. 
I’m not sure we would capture all this if we said absolutely our lower 
limit on borrowing was $ 3 0 0  million. I’m conscious of the fact that 
we’ve been running below that. You can tell me, but I don’t sense 
from the comments--basicallythe “stand-still’’comments--thatpeople
would want to go up necessarily on the borrowing, or let’s say, get
toward $400  million right now. just for the sake of getting up toward 
$ 4 0 0  million if that meant the federal funds rate was moving up and 
the dollar was fine and all the rest. We might move up in other 
circumstances, but not in those circumstances. I wonder whether we 
capture this best with something like $ 3 0 0  million with some margin of 
flexibility higher or lower depending upon those other two factors 
particularly. Otherwise, maybe it could be worded as $ 2 5 0  to $ 3 5 0  
million: it’s the same thing, I guess. 

MR. PARRY. Is a range of $ 2 0 0  to $400 million inappropriate? 

CHAIRMAN VOLCKER. No. 


MR. RICE. It’s a wider range than we’ve been [using]. 


MR. GUFFEY. That might be-- 


MR. JOHNSON. It encompasses where we are now, though. 


CHAIRMAN VOLCKER. Keep in mind that the borrowing at any
time could be above even $ 4 0 0  million for some--

MR. RICE. A day or two. 
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CHAIRMAN VOLCKER. - - f o r  m a l d i s t r i b u t i o n  o r  e x p e c t a t i o n a l  
r e a s o n s  o r  w h a t e v e r ,  b u t  n o t  a s  a n  i n t e n t i o n .  A $ 2 0 0  t o  $400  m i l l i o n  
range  d o e s n ’ t  b o t h e r  me, i f  i t  d o e s n ’ t  b o t h e r  t h e  Committee. 

MR. BLACK. Can we a s k  S teve  what t h e  expec ted  f e d e r a l  funds  
r a t e  would be?  I s  it s t i l l  7 - 3 1 4  p e r c e n t  o r - -

M R .  AXTLROD. I ’ d  d e f e r  t o  P e t e r ,  t o  a d e g r e e .  I f  you 
lowered i t  down t o  $ 3 0 0  m i l l i o n ,  I t h i n k  t h e  odds on it b e i n g  a t  7 - 3 1 4  
p e r c e n t  a r e  i n c r e a s e d  and it might  o c c a s i o n a l l y  f a l l  below t h a t .  

M R .  STERNLIGHT. I t h i n k  t h a t ’ s  a b o u t  r i g h t .  I n  t h e  c o n t e x t  
o f ,  s a y ,  6 weeks a g o ,  when we were s a y i n g  $ 3 5 0  m i l l i o n  w e  were t e n d i n g  
t o  a s s o c i a t e  t h a t  w i t h  7 - 3 1 4  p e r c e n t .  But t h e  i n t e r m e e t i n g  e x p e r i e n c e  
and changing  market  e x p e c t a t i o n s  abou t  t h e  d i s c o u n t  r a t e  would 
p robab ly  l e a d  me t o  t h i n k  t h a t  i f  you want even g r e a t e r  a s s u r a n c e  o f  
b e i n g  around 7 - 3 1 4  p e r c e n t ,  something c e n t e r i n g  around $ 3 0 0  m i l l i o n  i s  
more a p p r o p r i a t e .  

MR. R I C E .  $ 3 0 0  m i l l i o n  d i d  you s a y ,  P e t e r ,  w o u l d  be 
c o n s i s t e n t  w i t h  7 - 3 1 4  p e r c e n t ?  

MR. STERNLIGHT. Yes,  someth ing  c e n t e r i n g  around t h a t .  

CHAIRMAN VOLCKER. I t ’ s  a m a t t e r  of t a s t e  whether  you want t o  
s a y  $ 2 0 0  t o  $ 4 0 0  m i l l i o n  o r  $ 2 5 0  t o  $ 3 5 0  m i l l i o n ,  r e c o g n i z i n g  t h a t  
even if you s a i d  $ 3 5 0  m i l l i o n  i t  might w e l l  be  $ 4 0 0  m i l l i o n  o r  $ 2 0 0  
m i l l i o n .  

MR. R I C E .  I ’ d  l i k e  a l i t t l e  above o r  a l i t t l e  below $ 3 0 0  
m i l l i o n .  

CHAIRMAN VOLCKER. Yes.  

MS. SEGER.  You would u s e  $ 3 0 0  m i l l i o n  t o  c a l c u l a t e  t h e  p a t h  
e i t h e r  way, wou ldn’ t  you? If  i t  went from $ 2 0 0  t o  $ 4 0 0  m i l l i o n  o r  a 
l i t t l e  on e i t h e r  s i d e  o f  $ 3 0 0 . -

MR. A X I L R O D .  We’d u s e  whatever  t h e  Committee t o l d  us  t o  u s e .  

CHAIRMAN VOLCKER. Wel l ,  I t h i n k  what you’d  do i s  p robab ly  
s t a r t  o f f  a t  $ 3 0 0  m i l l i o n ,  and t h a t  might  v a r y ,  b u t  be t h i n k i n g  t h a t  
you might  shade  t h a t  a s  t h e  week p r o g r e s s e d  depending  upon what was 
happening .  T h a t ’ s ,  i n  f a c t ,  what we do .  

V I C E  CHAIRMAN CORRTGAN. What d i d  you s a y  t h e  t w o  main 
f a c t o r s  were t h a t  you had i n  mind? 

CHAIRMAN VOLCKER. Wel l ,  on t h e  one hand,  a f e e l i n g  about  
[ n o t ]  d e l i b e r a t e l y  pushing  up i n t e r e s t  r a t e s  on t h e  one s i d e  o r  
d e l i b e r a t e l y  push ing  down t h e  exchange r a t e  on t h e  o t h e r  s i d e .  Other  
f a c t o r s  o b v i o u s l y  can e n t e r  i n ,  b u t  i f  i m p o r t a n t  f a c t o r s  i n t e r v e n e  we 
would have a c o n s u l t a t i o n .  

MR. MELZER. Is  t h e r e  any f e e l i n g  t h a t  if we moved t o  $ 3 0 0  
m i l l i o n ,  t h a t  would show th rough  and cou ld  p o s s i b l y  be c o n s t r u e d  a s  an 
e a s i n g  i n  t h e  d e g r e e  o f  r e s e r v e  r e s t r a i n t  coming o u t  o f  t h i s  mee t ing?  
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A s  f a r  a s  t h e  f o r e i g n  exchange market  g o e s ,  I t h i n k  t h a t  would n o t  be 
a p a r t i c u l a r l y  t i m e l y  c o n c l u s i o n .  

CHAIRMAN VOLCKER. My assumpt ion  i s  n o .  But I would t h i n k  we 
would e x p r e s s  t h i s  a s  unchanged,  g iven  w h a t ’ s  been happening r e c e n t l y  
w i t h i n - -

MR. GUFFEY. But t h e  market  wou ldn’ t  s e e  t h a t  f o r  a n o t h e r  s i x  
weeks.  

CHAIRMAN VOLCKER. Well, i t ’ s  a r e l e v a n t  q u e s t i o n .  Maybe I ’ m  
wrong, b u t  I was going  on t h e  presumpt ion  t h a t  t h e y  wou ldn’ t  s e e  it a t  
a l l ,  g iven  t h a t  we’ve had a c o u p l e  of p e r i o d s  when we’ve been below 
i t .  That  i s  my i n t e r p r e t a t i o n  of an unchanged p o s t u r e :  o r  t h a t  would 
be p e r f e c t l y  c o n s i s t e n t ,  anyway, w i t h  an unchanged p o s t u r e .  

MR. BLACK. T h a t ’ s  an awfu l ly  good q u e s t i o n .  Could we a s k  
P e t e r  and S t e v e  what t h e y  t h i n k  abou t  i t? 

MR. STERNLIGHT. I t h i n k  t h e r e  has  been enough v a r i a t i o n  from 
p e r i o d  t o  p e r i o d  t h a t  t h e r e  wou ldn’ t  be t h a t  much n o t i c e  t a k e n  if we 
were c e n t e r i n g  around t h e  $ 3 0 0  m i l l i o n .  

MR. J O H N S O N .  T h a t ’ s  my p o i n t .  Given what we’ve been d o i n g ,  
some peop le  cou ld  even i n t e r p r e t  t h a t  a s  a t i g h t e r  p o l i c y .  

MR. A X I L R O D .  I d o n ’ t  t h i n k  it would be i n t e r p r e t e d  t h a t  way 
a t  a l l ,  Governor Johnson.  Cond i t ions  may [ u n i n t e l l i g i b l e ]  t h e  market  
t o  r e a c t  and t h e y  d o n ’ t ,  a s  P e t e r  s a i d .  But I would- 

CHAIRMAN VOLCKER. Wel l ,  I s e t  i t  forward  w i t h  a f e e l i n g  t h a t  
it i s  unchanged.  I d o n ’ t  t h i n k  t h e  market  would i n t e r p r e t  it 
[ d i f f e r e n t l y ] ,  b u t  I’m n o t - -

MR. STERN. Assuming t h e  funds  r a t e  s t a y e d  i n  t h e  7 - 3 1 4  t o  8 
p e r c e n t  a r e a  and d i d n ’ t  do a n y t h i n g  t h a t  would l e a d  t h e  m a r k e t - 

CHAIRMAN VOLCKER. I t  seems t o  m e  t h a t  t h e  funds  r a t e ,  a t  
t i m e s  a t  l e a s t ,  h a s  been s u r p r i s i n g l y  h i g h  c o n s i d e r i n g  t h e  bor rowing .  
If  we go t  a d i f f e r e n t  r e l a t i o n s h i p  somehow and [market  p a r t i c i p a n t s ]  
go t  it i n  t h e i r  heads  t h a t - - .  The funds  r a t e  i n  t h e  v e r y  s h o r t  run  i s  
h a l f  psychology anyway: it i s  where t h e y  t h i n k  it shou ld  b e .  So I 
c a n ’ t  r u l e  o u t  t h a t  i f  we d i d  t h i s ,  t h e  funds  r a t e  might s e t t l e  down 
i n  t h e  lower  r a n g e ;  b u t  it h a s n ’ t  s o  f a r .  

M R .  A X I L R O D .  I t  might  be u s e f u l  t o  n o t e ,  Mr. Chairman, t h a t  
t h e  funds  r a t e ,  which had averaged  8 p e r c e n t  i n  November and 8 - 1 1 4  
p e r c e n t  i n  December, s i n c e  mid - Janua ry  h a s  averaged  on t h e  weekly 
numbers 7 . 9 4 ,  7 . 8 7 ,  and 7 . 8 3  p e r c e n t .  And up u n t i l  v e r y  r e c e n t l y  it 
has  been a t  7 - 3 1 4  p e r c e n t .  So  most o f  t h e  t i m e ,  i n  a s e n s e ,  i t  has  
t r a c k e d  down s i n c e  t h e  l a s t  mee t ing .  

CHAIRMAN VOLCKER. Wel l ,  j u s t  i n  t e r m s  of  Mr. M e l z e r ’ s  
q u e s t i o n ,  a t  t h e  l a s t  meet ing  we s a i d  we were e a s i n g  a t i n y  b i t .  I 
t h i n k  what cou ld  be happening and has  h a p p e n e d - - i f  somebody wanted t o  
l ook  a t  it th rough  a magnifying g l a s s - - i s  c o n s i s t e n t  w i t h  t h a t  i n  
t e r m s  of t h e  funds  r a t e .  B u t  my i n t e r p r e t a t i o n  of  what w e ’ r e  s a y i n g
i s  t h a t  we would n o t  be  s a y i n g  t h a t  t h i s  t i m e .  
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MR. MELZER. If that’s the judgment of the impact it would 

have, it probably wouldn’t be perceived that way. It’s something

you’re totally sensitive to, so that’s satisfactory as far as I’m 

concerned. 


CHAIRMAN VOLCKER. Do I hear objections? 


VICE CHAIRMAN CORRIGAN. I would just make one point. It 

gets me into the zone of nervousness. I’ll tell you that! The point I 

would make is this: I think there is a danger that even if the 

Japanese, for example, were to lower their discount rate again and 

through a process of events we were to end up lowering ours, the net 

result of that could very well be greater pressure on the dollar, even 

though the spread in some sense wouldn’t be any different than it is 

today. And that, in the short run, is the principal focus of my being

in the zone of nervousness. But I can-


CHAIRMAN VOLCKER. Well. I share that nervousness. Maybe
there should be more comment in the short run. One comment on that 
external point: Everybody loves to sit around waiting for us to change 
our discount rate before they change theirs. If you look at Japan in 
particular--there was some mention of this yesterday--they’regoing to 
have an exceptionally favorable inflation rate this year and so are 
the Germans. From an already good record, they have two big
influences working in the same direction: the exchange rate and the 
oil price. I forget just what the short-term Japanese rates are: 
they’re 5 - 1 / 2  percent aren’t they, Ted? 

MR. TRUMAN. I think they’re a little higher than that. 


CHAIRMAN VOLCKER. Well, if anything, a little higher than 

that. Their real rate--


MR. TRUMAN. They’re a touch above 6 percent. 


CHAIRMAN VOLCKER. Okay. Their real interest rate--depending 

on the importance you attach to that in the short run--issomething

like 6 percent. It’s much higher than ours: the German rates I guess 

are less striking, but nonetheless--


MR. TRUMAN. They are 4 - 1 / 2  percent. 

CHAIRMAN VOLCKER. There is one country, Japan, with its 

growth prospects really pretty dead, particularly against the Japanese

potential. and another country with an unemployment of 9 percent, both 

of which have higher real interest rates than we do. You sit around 

and say: Why don’t they move? 


MR. RICE. I don’t quite understand what Jerry was saying.

Are you saying we should be firming up a bit for you to stay

comfortable? 


VICE CHAIRMAN CORRIGAN. No, no. The discussion. as I heard 
it--Idon’t know what the numbers will end up being--wasin the 
context that we were talking about a borrowing target of $200 to $400 
million or $250 to $350 million with an initial level of $300 million. 

MR. RICE. Presumably, that’s no change 
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V I C E  CHAIRMAN CORRIGAN.  W e l l , - -

CHAIRMAN VOLCKER. That  depends .  

V I C E  CHAIRMAN C O R R I G A N .  I guess  I w i l l  a c c e p t  t h a t .  But I ' m  
on t h e  nervous  s i d e  because  my d r u t h e r s  would have been t o  tilt a 
l i t t l e  t h e  o t h e r  way, b u t  I c a n ' t  make a f e d e r a l  c a s e  o u t  of i t .  I n  
o t h e r  words ,  I would t r y  t o  aim more toward h i t t i n g  t h e  borrowing 
t a r g e t  t h a t  h a s  been i n  t h e  p a t h  a l l  a l o n g .  

CHAIRMAN VOLCKER. And what I would s a y .  j u s t  a s  a n  
o b s e r v a t i o n ,  i s  t h a t  i f  we aim p r e t t y  r e l i g i o u s l y  a t  $350 m i l l i o n ,  
t h a t  would de f a c t o  be a l i t t l e  t i g h t e n i n g  from where we a r e .  T h a t ' s  
s a y i n g  t h e  same t h i n g  i n  t h e  o p p o s i t e  way. I t ' s  i n  a p r e t t y  narrow 
r a n g e .  

MR. MARTIN. M r .  Chairman, it seems t o  me you 've  e x p r e s s e d  
w e l l  two o f  t h e  f a c t o r s  t h a t  w e  m u s t  c o n s i d e r  i n  t h i s  s h o r t - r u n  g o a l  
s e t t i n g  and t h a t  i s  t h e  r a t h e r  overworked [ u n i n t e l l i g i b l e ]  p r o j e c t i o n  
of t h e  change i n  t h e  p r i c e  o f  o i l  and t h e  known change i n  exchange 
r a t e s .  But I would hope t h a t  t h e  impact  o f  t h e  change i n  t h e  p r i c e  of 
o i l  would p r e d a t e  t h e  impact  of  t h e  exchange r a t e  changes because  of 
t h e  c o n t r a c t s ,  t h e  b u s i n e s s  r e l a t i o n s h i p s .  t h e  inves tmen t  and 
d i s t r i b u t i o n  sys tems and a l l  t h e  r e s t  of i t .  And, t h e r e f o r e ,  I would 
hope t h a t  we would have a window h e r e - - t o  u s e  a n o t h e r  overworked 
c l i c h e :  i t ' s  c l i c h e  day a t  t h e  B o a r d - - f o r  a b r i e f  t i m e  t o  move t h e  f ed  
funds  r a t e  down by moving t h e  borrowing r a t e .  We shou ld  t a k e  
advantage  of i t .  

CHAIRMAN VOLCKER. Wel l ,  l e t  m e  j u s t  l o o k  a t  t h e  language  
h e r e .  What we'd be  s a y i n g  i s  " m a i n t a i n . "  And we would u s e  whatever  
t h e s e  numbers a r e  f o r  M2 and M3: "6  t o  7 p e r c e n t ,  r e s p e c t i v e l y ,  w h i l e  
t h e  growth of  M 1  i s  expec ted  t o  be  a t  an annua l  r a t e  o f " - -wha t  do we 
s a y .  abou t  7 p e r c e n t ?  

MR. FORRESTAL. About 7 p e r c e n t ,  r i g h t .  

CHAIRMAN VOLCKER. We've come t o  Mr. B l a c k ' s  "would" and 
"might .  " 

MR. BLACK. I t h o u g h t  I dese rved  e q u a l  t i m e  s i n c e  Pres had 
made t h a t  c h a r g e  of asymmetry. 

CHAIRMAN VOLCKER. We had it asymmet r i ca l  toward t h e  e a s i n g  
s i d e  l a s t  t i m e .  Do you want t o  make it symmet r i ca l ?  

MR. B O Y K I N .  I would.  

MR. MARTIN. No. 

MR. BLACK. I f a v o r  symmetry. 

CHAIRMAN VOLCKER. Suppose we made it symmet r i ca l  by u s i n g  
might  i n  b o t h  c i r c u m s t a n c e s ?  Would t h a t  s u g g e s t  t h a t  n e i t h e r  one i s  
a l l  t h a t  [ l i k e l y ] ?  

MR. KEEHN. Y e s .  
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MR. JOHNSON. That’s a posture of [unintelligible]. 


SPEAKER(?). Take what you can get. 


MR. BLACK. It’s better than what we had--let’sput it that 

way. 


CHAIRMAN VOLCKER. The federal funds rate is still in the 
middle of that range of 6 to 10 percent. What it would say is: 
maintain: 6 to 7 percent: might and might: and 6 to 10 percent. 

MR. GUFFEY. What’s the understanding on borrowing? 


CHAIRMAN VOLCKER. Well, $300 million, however you want to 
express it: $300 million p l u s  or minus: $250 to $350 million: I don’t 
care. It all amounts to the same thing, I think. 

MR. GUFFEY. $250 to $350 million? 


CHAIRMAN VOLCKER. Express it any way you want. 


MS. SEGER. You predict that that would keep the fed funds 

rate in the same neighborhood as it has been. Am I reading you

correctly? Is that close--


MR. STERNLIGHT. Well, in the recent period it has been 
averaging about 7 - 7 / 8  percent: I think something centering around the 
$300 million ought to give us something like 7 - 3 / 4  percent or maybe a 
hair over that. 

MS. SEGER. What has been the daily high on the funds rate in 

the last couple of weeks? 


MR. STERNLIGHT. Well, today it happens to be at 8 percent
for reasons that are a little obscure right now. 

MR. AXILROD. And when the Treasury balance was especially
high, it was at 8 percent, too. There were a couple of 8 percents. 

MR. ANGELL. Mr. Sternlight, what would happen to the fed 

funds rate if economic growth came in somewhat weaker? 


MR. STERNLIGHT. It would probably work on expectations: as 

the Chairman said, that’s a big part of the daily framework in which 

the market participants set the funds rate. If they see economic 

numbers come out that lead them to think that we’re going to be more 

accommodative, even before we do anything there could be a tendency

toward a lower funds rate. Beyond that, there is the opportunity in 

the context of the directive you’re writing to make adjustments in the 

borrowing level. That could have its impact on the funds rate as 

well. 


MR. ANGELL. So, lowered economic conditions, lowered 

inflationary pressures. provide ample opportunity--


MR. STERNLIGHT. It would work in the direction of a lower 

funds rate. 
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MR. ANGELL. And in view of this policy that we’re looking 

at, under those circumstances the members of the Committee would 

accept the market’s sense of adjustments in the fed funds rate and the 

other rates that might be relevant? 


MR. JOHNSON. If we talk only in terms of a borrowing level, 

those conditions would produce a lower funds rate. Would we say

something about the funds rate or would we adjust the borrowing level? 

It depends on which we emphasize. 


CHAIRMAN VOLCKER. There is some flexibility here in 

adjusting the borrowing level. But I think one would have to put a 

few other ingredients in here to have confidence in what we would do 

or what the fed funds rate would do. What are those price figures

going to show? What’s the exchange rate going to be doing in a couple

of months? 


MR. ANGELL. Well, I can accommodate to that kind of policy

if it would appear that the fed funds rate would be sensitive to 

market forces, particularly if the oil price decline turns out to be 

as great or greater than we anticipate. I lack understanding as to 

how the fed funds rate has remained as stable as it has over the past 

seven months, given even some wording of a slight change in pressure. 


CHAIRMAN VOLCKER. It’s anyone’s perspective. Considering

how little we [have done] in changing things, the federal funds rate-

even on a week-to-weekbasis--just strikes me as being rather 

volatile. That all [depends on] where one comes from, I guess. We 

haven’t been doing much in changing this and the funds rate has been 

surprisingly high, considering M1 and these statistical relationships.

Sometimes it aggravates you, but basically it hurts you because we’re 

not sitting on it within a 1/4 of a percentage point or an 118 of a 

percentage point the way we used to. 


MR. ANGELL. But I haven’t seen two-week averages in the 9 

percent range nor at 7 percent. 


CHAIRMAN VOLCKER. That is correct. 


MS. SEGER. We won’t see it at 7 percent with the discount 

rate at 7-1/2 percent. 


MR. STERNLIGHT. It did get up almost to 8-314 percent in 

that period when there were a lot of year-end pressures. But the 

market recognized that as something rather special and they weren’t 

greatly concerned. 


MS. SEGER. If you used approximately a $300 million 
borrowing target but accompanied it with a discount rate cut, what 
kind of fed funds results would you expect? 

MR. STERNLIGHT. By roughly the amount [of the discount rate 

cut]. 


CHAIRMAN VOLCKER. Well, I think we’re ready to vote. I 
don’t knov if anybody wants to pin down whether we’re saying $300 
million plus or minus or $250 to $350 million or $ 2 0 0  to $400 million. 
I interpret them as equivalent. 
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MR. JOHNSON. They’re all the same. 


CHAIRMAN VOLCKER. I don’t detect any policy difference 

between those ways of expressing it: I don’t know if somebody else 

does. We can discuss it, but on the understanding that those are 

roughly equivalent maybe we can proceed. 


MR. BERNARD. 

Chairman Volcker 

Vice Chairman Corrigan

Governor Angel1

President Black 

President Forrestal 

Governor Johnson 

President Keehn 

Governor Martin 

President Parry

Governor Rice 

Governor Seger 


Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

No 

Yes 

Yes 

If this precludes a discount 

rate cut, then I will vote No 


CHAIRMAN VOLCKER. I don’t think it precludes anything.

That’s a separate decision. 


MS. SEGER. I think 1’11 still stick with “No.“ 


MR. BERNARD. [Continuing the roll call on the vote]:

Governor Wallich Yes 


CHAIRMAN VOLCKER. All right. I guess the meeting is 

concluded. 


END OF MEETING 



